





THE 
-. INFERNAL 
AUDITOR 








A PERIODICAL OF 
THE INSTITUTE OF INTERNAL AUDITORS 





December 1951 


































TRAINING 
YOU CAN 


WITH 


@ When you are asked to recommend an 
accounting course, the educational back- 
of the International Accountants 

iety, Inc., will give you complete confi- 
dence. The five men composing our Execu- 
tive Educational Committee are respon- 
sible for [AS educational policies and activ- 
ities. The sixteen Certified Public Account- 
ants composing the IAS Faculty prepare 
text material, give consultation service, or 
grade examination papers. Some give full 


time, others part time, to IAS work. Our’ 
Advisory Board consists of forty outstand- 
ing Certified Public Accountants, business 
executives, attorneys, and educators, who 
counsel with the IAS Management, on 
request, about technical accounting, edu- 
cational, and business matters. 

The uniformly high caliber of these men 
is eloquent testimony to the quality of 
IAS training. 








EXECUTIVE EDUCATIONAL COMMITTEE 


Sta Beatty, C.P.A. 
Robert Dick ‘eT C.P.A. 


Gennes ¥. P. - C.P.A. 


Practicing Certified Public Accountant; 
Society, Inc.; Former i 
Society of Gate? Public Accountants; 


Head, Department of Business Administration, Texas A. & M. College; Past 
President, American Accounting Association ; Former Educational Director, 
American Institute of Acc t ; Past President, Texas Society of C.P.A.'s; 
Editor of “C porary Acc ng 


Chairman, Board of Directors, International Accountants Society, Inc.; Dean Emeritus, 
College of Engineering, Cornell University; Former , American Society of Mechan- 
7 ; author of * "Cost Finding,” “Industrial Economics,” and other textbooks. 


Vice-Chairman, Board of Directors, Int ional A: tants Society, Inc.; Former Chair- 
man, Board of Directors, Tie Ronald Pus Cotdoe Former Director, Department of 
Management, New York University; author of “Office Management” and other textbooks. 


Educational Director, International Accountants Society, Inc.; author of “ Accounting Con- 
ro hie mB Hops pe hace be pon iples of Accounting,” bat 
the Pigures Mean,” and numerous technical articles on accounting and allied subjects. 











FACULTY 


C.W. Emshoff, $.8., C.P.A. James W. Love, C.P.A. 
Stephen Gilman, 8.Sc., Paul Moore, B.$., M.S.. 
C.P.A, C.P.A. 


c. €. 1 wa 8.S., Frank H. Masti 
M.B.A., C.P.A. Kenneth E. Oa 


William A. Parrish, 8.5., 
CP 


CP G. Westphain, 
"EPA. bath White CPA. 








Additional information about this training will be sent to you in booklet form, on request. 
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A Correspondence School Since 1903 

209 WEST JACKSON BOULEVARD 

CHICAGO 6, 
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Today's new machine 
for todays new problems! 














The incomparable new 


Burroughs Sensimatic 


ACCOUNTING MACHINE 


SERIES 200 
Big-machine speed and versatility . . . small-machine 
simplicity . . . medium-machine price! 


That’s one way to sum up the sensational new Bur- 
roughs Sensimatic with multiple registers. Watch its 





swift, automatically directed performance . . . see the 

completeness of its easy-to-learn, easy-to-use opera- 

tional features . . . and you'll appreciate what the Sensi- Here's why the Sensimatie 

matic can do to step up productivity for your business. can handle any accounting job! 

And we're ready to show you. Call for a Sensimatic This control panel, or sense plate, 

demonstration today eee ou’ll find Burroughs in directs every Carriage movement, every 

the yellow pages of your telephone book. Burroughs mathematical function. Each panel 

Adding Machine Company, Detroit 32, Michigan. controls four separate accounting 
operations—in any combination. Panels 
are instantly interch ble... there's 

WHEREVER THERE’S BUSINESS THERE’S no limit to the number that can be used. 


Burroughs 




























YOUR ADVANTAGE 


With competition so keen in 
the banking field good plan- 
ning calls for bringing into 
play every factor calculated 
to help in building good will. 
Many bankers are finding the 
adoption of fine quality check 
paper works for them in two 
ways: It is appreciated by 
present customers and exerts 
a favorable influence on pro- 
spective customers. The enor- 
mous circulation of checks on 
La Monte Safety Papers sug- 
gests that a very substantial 
majority of the country’s 
bankers understand this fact. 


GEORGE LA MONTE & SON 


NUTLEY + NEW JERSEY 


THE WAVY LINES @ ARE 
A LAMON 
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“National 


handles all 


“Full amount types of 
keyboard 
saves time two ways: 
It fills in all ciphers 
automatically, And I 
can operate two or 
more keys at once.” chair!” 


This new National “31” has cost- 
cutting features never before com- 
bined on one machine. Does up to 
2/3 of the work automatically. Its 
posting bars alone control over 70 
functions automatically. It has 
enough totals for your needs. 

And it has an electric typewriter! 
Only a machine that will type de- 
scription is truly a Multiple-Duty, 


accounting. 


Only National has 
these 3 time-savers 


plus 
"the important 4th"! 





I switch from one job to 

another in seconds—by lets me see all my post- 
changing control bars _ ings at a glance—whether 
without moving from my the carriage is open or 


closed. This saves time!” 


All-Purpose accounting machine 
able to handle ali kinds of posting. 

It is the most complete, most 
flexible accounting machine ever 
made. Its cost? Only a fraction of 
what it saves. Often pays for itself 
in a year. 

Let our local representative, a 
systems analyst, show what it can 
save you. 


THE NATIONAL CASH REGISTER COMPANY 


~ CASH REGISTERS» ADDING MACHINES — 


Important 


time-saver No. 4 
“Electric Typewriter 

Saves time two ways: I can do 

all types of posting, including 

payroll, by quickly typing de- 

scription wherever needed.” 


ACCOUNTING MACHINES 
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THE PRESIDENT’S PAGE 


I realize, though it hardly seems possible as I write, that by the time 
you receive this copy of “The Internal Auditor” December will be 
here and the Christmas Season not far away, so I will take this oppor- 


tunity to wish all of you a Merry Christmas and a Happy and Pros- 
perous New Year. 


I think all of us as we think of the Christmas Season have our 
special fellow feelings towards our fellow man and are earnest in our 
desire for him to enjoy the prosperity that we wish him. 


Just as a wish is a father to the thought and a thought to the deed, 
my wish is to leave this thought with you: to see if we can make that 
wish of prosperity come true. We in Tue INnstiruTte are bound together 
not only by our many ties of friendship but also by a common aim— 
knowledge—knowledge that will permit us to do a better job in our own 
companies. This common aim provides us with an opportunity to help 
each other. I have heard comments sometimes that our meetings were 
on too low a plane or too high a plane. The more experienced auditors 
couldn’t be bothered if they couldn’t learn something, and the less 
experienced were over-awed at the advanced discussions. We as an 
Institute have members from all the levels of experience. Let’s never 
forget that the younger men will be the leaders of tomorrow and need 
the advice and counsel of those whose shoes they will fill. Likewise, none 
of us are ever too old or too wise to learn from those with less experience. 


Let’s plan our activities during this coming year so all can benefit. 
Let’s all participate so that all of us can share in the benefits of increased 
knowledge of how to do a better job and in so doing I think we will come 


a step closer to making a wish for a Happy and Prosperous New Year 
come true. 


Merry Xmas! 
—Hers Coss. 





PUTTING YOUR 
FINGER ON FACTS! 


The faster you get the facts, 
the better prepared you are to 
make wise decisions. 


Across the nation, organizations 
are getting accounting and statis- 
tical facts when they want them 
and in the form they want them 
. . . because they use IBM Elec- 
tronic Business Machines. 


(1BM_ 








INTERNATIONAL BUSINESS MACHINES 
590 Madison Avenue, New York 22, N. Y. 
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THE TENTH ANNUAL CONFERENCE 
OF THE 


INSTITUTE OF INTERNAL AUDITORS 


OCTOBER 14, 15 and 16, 1951 
ROOSEVELT HOTEL, NEW YORK CITY 


By PETER A. SCHLENKER 


| gray arp to the scene of its founding, Tue Institute closed 
the first decade of its history with the Tenth Annual Conference 
in New York City. Marked by a record attendance of more than 700 
members and guests assembled from all parts of the United States, 
Canada, and from abroad, the sessions were highlighted by the outstand- 
ing caliber of speakers and the merit of technical papers presented. 


MANAGEMENT ACCEPTANCE, the Conference theme, typified 
the broad viewpoint evident throughout the discussions. 


CONFERENCE PROGRAM 
Sunday, October 14 
INSTITUTE CHAPTER ACTIVITIES MEETINGS 


Three concurrent meetings were held by chapters grouped accord- 
ing to size. 


Presiding for chapters of over 70 members was Herbert C. M. Cobb; 
for those of 30 to 70 members, Charles J. Ghesquiere; and for those of 
under 30 members, Bradford Cadmus. 


The various chapter presidents or their representatives were called 
on to report on activities and committee work and to exchange ideas for 
promoting successful chapter meetings. 


ANNUAL BUSINESS MEETING 
Victor Z. Brink presided. 
The reports of various committees were presented. 


7 
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The report of the Nominating Committee was read and the follow- 
ing officers in addition to Regional Vice Presidents and Directors were 
elected: 

President — Hersert C. M. Coss 
Worthington Pump and Machinery Corp., Harrison, 
New Jersey 


































Vice President — Cuar.es J. GuHesQurieRE 
The Detroit Edison Co., Detroit, Mich. 


Secretary — Jrratp S. Hanks 
The Lehigh Coal & Navigation Co., Philadelphia, Pa. 
Treasurer —Ricuarp L. Brower 


The Bowery Savings Bank, New York, N. Y. 


Mr. Brink reviewed the progress of Tue Instrrute in the Tenth 
Anniversary year and expressed the confidence of the membership in 
continued growth under their newly-elected officers and directors. 


The Presidency of Tue InstiruTE was formally accepted by Mr. 
Cobb, who brought the meeting to a close. 
Members, guests and their ladies thoroughly enjoyed greeting old 


friends and meeting many new ones at the informal Reception which 
followed the Annual Business Meeting. 


Monday, October 15 
TECHNICAL SESSION 
Presiding—Howarp O. Wacner, Jewel Tea Company | 


SOME ASPECTS OF MANAGERIAL AUDITING 
C. R. Jotxy, Lever Bros. Ltd. 


QUESTION BOX—Discussion by a panel of experts on questions of 
general interest submitted by the membership. 
Discussion leaders: 
James B. Parker, /nternational Harvester Co. 
Frank J. Rucen, Union Bag & Paper Co. 
Artuur E. Harp, Consolidated Edison Company of 

New York 

Weston Rankin, Price, Waterhouse & Co. 

THE TRIPLE “S” PROGRAM 

James M. Toney, Radio Corporation of America 


* * 





* 
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LUNCHEON 
Presiding—Frank B. Nicuoison, Metropolitan Sand & Gravel Corp. 


Address—MANAGEMENT’S PROBLEMS TODAY 
Hosart C. Ramsey, Worthington Pump & Machinery Corp. 


CONCURRENT TECHNICAL SESSIONS 
Technical Session A 


Presiding—H. Frep Witter, Schlitz Brewing Co. 


AUDIT OF THE PERSONNEL FUNCTION 
Harry C. Moore, H. J. Heinz Co. 
AUDIT OF INSURANCE 
FRANKLIN E. WALKER, Gerber Products Co. 
INTERNAL AUDITING—AN UNUSUAL APPROACH 
Epwarp D. Fianerty, The American Tobacco Co. 


Technical Session B 
Presiding—Ernest G. Dicspy, The Bell Telephone Co. 


AUDIT OF METHODS AND PROCEDURES 
Kennetu N. Cervin, Minneapolis-Moline Co. 
AUDIT OF ADVERTISING 
MarsHatyt R. Mertens, Kraft Foods Co. 
INTERNAL AUDITING PROBLEMS FOR FINANCIAL 
ORGANIZATIONS 
Pau. E. Tierney, John Hancock Mutual Life Insurance Co. 


> * > 


BANQUET 


The many who attended this function on Monday evening were 
rewarded by exceptional entertainment and excellent food, with danc- 
ing during and following the dinner. 


The first annual Thurston Award, for the year’s outstanding paper 
in the field of internal auditing, was presented by Victor Brink to 
Arthur H. Kent. Mr. Brink then received a handsome gift from the 
membership in recognition of his constructive leadership in the year 


just closed. 
7 * > 


































following moderators: 


Industry Group 


Automobile—Aircraft 
Banking—Trust Companies 
Chain—Department Stores 
Chemicals—Pharmaceuticals 
Foods—Beverages 

Foreign Operations 


(All Industries) 


Insurance 


Mining—Metals 
Petroleum 


Public Utilities 


The Internal Auditor 
Tuesday, October 16 
INDUSTRIES MEETINGS 


Concurrent meetings for eleven industry groups, and one group 
for foreign operations regardless of industry classification, discussed 
problems common to their respective fields under the leadership of the 


Heavy Machinery & Equipment—H. D. Woopcock 


Light Machinery & Equipment—H. R. Mitirx1n 


Moderator 

—J. V. MENCcoTTI 

Oval Tool & Die Corporation 
—J. W. Mutuikin 

The Philadelphia National Bank 
—W. T. JoHnson 

Colonial Stores, Inc. 
—J. A. GLENN 

E. I. du Pont de Nemours & Co. 
—B. J. WEBER 

The Kroger Company 
—VW. V. CarRvER 

Socony-Vacuum Oil Company 


The Girdler Corporation 


—R. B. Tate 
The Life Insurance Company of Va. 


Iron Fireman Manufacturing Co. 
—W. E. DoHNaL 

The Cleveland-Cliffs Iron Company 
—O. L. Luper 

Humble Oil & Refining Company 


—A. I. Russak 
Cincinnati Gas & Electric Company 





* = * 


LUNCHEON 


Presiding—WiLt1amM Haun, New Jersey Bell Telephone Co. 


Address—BLACK INK, TRUCKS AND YOU 
J. V. Dott, Mack Trucks, Inc. 
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TECHNICAL SESSION 
Presiding—Earte H. Cunnincuam, General Motors Corp. 


HOW THE INTERNAL AUDITOR MAY BETTER ASSIST THE 
FINANCIAL EXECUTIVE 
Wisert A. Waker, United States Steel Co. 
OBSERVATIONS BY THE PUBLIC ACCOUNTANT ON THE 
GROWTH AND VALUE OF INTERNAL AUDITING 
Harotp W. Scorr, Haskins & Sells 
HOW MANAGEMENT CAN SERVE INTERNAL AUDITING 
Wituiam H. Garsave, Deep Rock Oil Corp. 


* * * 


CLOSING REMARKS 


President-Elect Herbert C. M. Cobb reviewed the objectives of Tue 
INst1TUTE and pledged his utmost efforts in fulfilling the responsibilities 
of his office. 


* * * 


THE CONFERENCE COMMITTEE 


General Chairman — ALLEN Howanrp 
Co-Chairman — Perrer A. ScHLENKER 
Banquet — Fnrep F. Scuantz 
Budget and Finance — Wiuti1am Haun 
Conference Papers — Joun B. Scumip 
Exhibits — Ricuarp L. Brower 
Hospitality — Simwney W. PeLouser 
Hotel Arrangements — Wruiu1Am V. Carver 
Hotel Reservations — Neat C. Kennepy 
Industries Meetings — Pauxt W. Prinpie 
Printing — J. Ernest Laurie 
Programme — Franx B. NicHoison 
Promotion — Tueopore G. Zex 
Publicity — Perer J. Buzanca 
Reception — Whim L. ScHOoNMAKER 
Registration — Harry C. Davies 


Special Events — Wri J. A. Warr 
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EXHIBITORS 


Informative and interesting exhibits of office machines and equip- 
ment were presented during the Conference by the following: 


Cummins-Cuicaco CorPoRATION 

Facir, Inc. 

Fripen CALCULATING MacHuine CoMpaANy 
J. C. Hatt Company 

NATIONAL Casu RecisteR CoMPANY 
REMINGTON-RAND, INc. 

R. S. Rosre, Inc. 





Try as we may, none of us can be free of conflict and woe. Even the 
greatest men have had to accept disappointments as their daily bread. . . . 
The art of living lies less in eliminating our troubles than in growing 
with them. Man and society must grow together. Each individual’s 
efforts to discipline himself must be matched by society’s struggle to 
enforce the rules of law and of justice under the law. 


—Bernarp M. Barucu. 























INVESTIGATIONS AND DISCLOSURES OF 
DEFICIENCIES IN INTERNAL CONTROL* 


By JOSEPH M. GASARCH, C. P. A. 


These true stories sound stranger than fiction. The Assistant Dis- 
trict Attorney and Chief Accountant of the largest State Prosecutor's 
Office in the country tells us that we, as auditors, must assume responsi- 
bility for most of the deficiencies that have come to his attention. Fur- 
themore, he says that most of these employee embezzlements have been 
made possible by a failure to follow some fundamental concept of audit- 
ing procedure. Can we disregard this challenge? 





INCE New York County is the financial capital of the world, many 
financial crimes are committed within its jurisdiction. These are 
of great variety and have included a wide assortment of employee 
embezzlements resulting from a deficient system of internal control. 


As auditors, we must assume professional responsibility for most 
of the deficiencies that have come to the attention of the district attorney. 
So-called “fool proof” systems have collapsed because auditors have been 
blind to some defects and have disregarded or forgotten fundamental 
principles. 


Detailed systems of control have been planned—and their physical 
installation and operation carefully supervised—but how often do we 
review this handiwork after the novelty of new procedures has worn 
off? Do we check to determine whether personnel charged with special 
duties and responsibilities are in fact performing the functions charged 
to them in the exact manner expected? 


It is my belief that most of the employee embezzlements which 
have come to our attention have been made possible by a failure to fol- 
low some fundamental concept of auditing procedure. Othertimes the 
deviation from accepted standards has been necessitated by false econ- 
omy measures demanded by management. 


FLOORWALKERS ABOLISHED 


It is generally recognized that effective internal control requires 
the operation of a system of checks and balances. That fundamental 





*Paper delivered at a meeting of the New York Chapter. 
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concept was appreciated by the internal auditor of a large department 
store. That store’s procedure relative to sales refunds required the sales 
clerk, upon receipt of returned merchandise, to prepare a refund slip 
on which was recorded the name and address of the customer. The floor- 
walker saw to it that the merchandise was in fact being returned and 
that the customer signed the slip, after which the cashier was authorized 
to make payment. 


This system worked effectively for a time but in the name of 
economy it was curtailed. The position of floorwalker was abolished and 
his duties were transferred to a selected few sales clerks in each depart- 
ment. The duty of authorizing payment was transferred to the same 
clerk who originated the refund request and the practice of recording 
the customer's identity was abandoned. As a result, that store wound 
up using a procedure under which a few clerks in each department were 
authorized to approve payouts practically without limit merely by writ- 
ing on a piece of paper a description of some merchandise and an amount 
of money. 


I doubt whether the internal auditor was consulted on the changes 
effected but he certainly should have been. At any rate he did fail in 
not pointing out the dangers in the new way of doing things. Some 
sales clerks soon discovered that writing refund slips was a short cut 
to wealth, and much easier than laboring to sell merchandise. Refunds 
all through the store began to mount, in some cases two and three times 
what they had previously been. 


At this point, the remnants of control did begin to function. An 
order was issued which required that all sales refund slips must again 
bear the customer’s name and address. Some of the sales clerks realized 
that the risks were thus increased and refunds in most departments 
dropped considerably. In one department there was no discernible 
change. 


An investigation was begun. Letters were sent to the purported 
recipient of each refund. Within a few days, many of these letters were 
returned marked “no such street,” “no such number,” “not at address 


Mr. Gasarch is also a member of the bar of New York. He has served on the 
staffs of Governor Dewey, when he was a Special Prosecutor and District Attorney, 
and also on the staff of District Attorney Frank S. Hogan. 


Mr. Gasarch is a member of the New York State Society of CPAs. 
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given.” The store’s detectives then began their activities. One of them 
stayed in the cashier's office and marked bills as they were sent down 
to sales clerks for refunds. Other detectives watched the sales floor. 
Within a short time a clerk was observed taking a cash-carrier and 
heading for a corner of the store. The marked money was found in his 


pocket. 
He confessed to stealing over $50,000. 


Like most thieves, this one had, in his own mind, complete justifica- 
tion for his misdeeds. He was in his mid-sixties and felt that he should 
retire. Having no savings of any consequence, he was of course interested 
in ascertaining the size of the pension to which he was entitled. His 
inquiry convinced him that he could hardly exist on the comparative 
pittance which he would receive upon retirement. The change in the 
sales refund system gave him the opportunity to build a nest-egg. Not 


only that, but he thought he could do it and still not steal his employer’s 
funds. 


How could he think that? With the proceeds of these false sales 
refunds he purchased his employer's capital stock. Didn't that in effect 
put the money back in the store’s treasury? The income from these 
securities was enough to enable him to retire and the store would be 
paying him the pension he felt was justly due him. 


THE CHECK THAT FAILED 


In contrast to that case, I want to cite another large department 
store larceny which resulted, not from an economy move but from the 
failure of the internal auditor to appraise the manner in which the 
system was functioning in fact. Here too, sales refunds were involved 
in the criminal scheme. 


The clerk was required, upon accepting returned merchandise from 
a customer, to prepare a refund slip listing the merchandise returned, 
the customer’s name and address, and the amount to be refunded. How- 
ever, before payment could properly be made, the returned merchan- 
dise had to be marked with the approval of a sales supervisor. The 
refund clerk had the duty of making certain that the supervisor’s “OK” 
was indicated on the package before cash was paid out. 


A copy of the refund slip was to be attached to the merchandise by 
the clerk. At the close of business each day, the supervisor was expected 
to compare each slip with the merchandise returned and initial each 
one to indicate that the refund had been properly made. 


This system functioned effectively for many years, until the super- 
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visors began to feel that their duties were too onerous. They had never 
found anything wrong with the refunds that were made. In time the 
clerk observed that the sales supervisors approved the slips at the end 
of each day without comparing them with the merchandise returned. 
Based on that observation, the clerk then failed to attach the refund 
slips to the merchandise. In spite of that, the supervisors still approved 
each refund without question. 


This was too easy; you can visualize what happened. The clerk now 
began to prepare fictitious refund slips, in a disguised writing, sign 
the purported customer’s name, and pocket the proceeds. Within less 
than two years, about $25,000 was thus stolen. 


The store’s auditors, secure in the knowledge that the system of 
internal control was properly planned, were content to believe that the 
supervisor's approval on sales refund slips removed any doubt as to 
the propriety of the payment. 


How often do auditors go out into the field, on the floor of the store, 
to ascertain whether those charged with responsibility are in fact carry- 
ing out their functions in the manner expected? Approvals obviously 
mean less than nothing unless there are frequent reviews and appraisals 
of the manner in which approvals are given. 


The store officials were not completely blind to the fact that there 
was something “rotten in Denmark.” They sensed that refunds were 
excessive, but with a fine system in operation the thought that the clerk 
could possibly steal was furthest from their minds. They were inclined 
to believe that merchandise was being stolen and then returned for a 
cash refund. Based on that premise, a prolonged investigation ensued. 
Only after that inquiry produced no solution was it suspected that per- 
haps something else had gone wrong. Not until then did they realize 
that their fine system of controls was nothing but a system in theory. 


THE DANGERS OF EXPERIENCE 


It has been said that a fool-proof system may be a protection against 
the attempted peculations of a fool, but often is nothing more than a 
challenge to a clever thief. The smart crook will be alert to find the 
weak link in the system. The responsibility of the internal auditor is 
to watch each link, strengthen those which show weakness, and when 
necessary forge new ones to make a stronger chain of control. 


Auditors, although reputedly possessed of hearts of stone, have 
nevertheless on occasion permitted a good system to be altered on the 
plea of expediency. This was done in a large chain apparel store. The 











Investigations and Disclosures of Deficiencies in Internal Control 17 


system required that all merchandise was to be received at one central 
point by the receiving department where a receipt form was issued. 
This procedure was good practice since the receipt of merchandise was 
a function separate and distinct from the purchasing department. 


The buyer of a small division of the store was upset over the 
fact that in some instances his rush orders were being held up in the 
receiving department. His pleas overwhelmed the internal auditor, who 
permitted an exception to the general practice. He allowed this buyer 
to receive merchandise directly, by-passing the receiving department. 


“ 


Taking advantage of the “stream-lined” procedure, the buyer before 
long was issuing receipts for merchandise which had never been ordered 
or delivered. He shared with a dishonest vendor the proceeds from the 
payments which resulted. 


In the course of our investigation we ascertained that this vendor 
was engaged in the same scheme with buyers of other firms. It was not 
a pleasant task for us to call these other victims, who were totally una- 
ware of their losses, and advise them that not only was their system of 
control deficient but that there was a thief in their employ. 


THE EAGER BEAVER 


Beware of the employee who is too anxious to be of help to his 
overburdened co-workers. There are few situations which will more 
effectively destroy any system than that which arises when an “eager 
beaver” begins to gnaw away at the foundations of your controls. 


One of the large wholesale liquor firms had a most obliging em- 
ployee. Formerly an office clerk, he had been transferred to the sales 
force. But being a cooperative soul he was most willing to assist with 
the company’s bookkeeping during rush periods. One of the accounts 
receivable bookkeepers was a most personable young lady and soon 
“helpful Harry” became her very good friend. He assisted her in record- 
ing receipts from customers and in time took over the greater part of 
that work. Although this meant that he had to work many evenings, it 
appeared that being in the presence of the lady was adequate compensa- 
tion for his labors. 


The enterprising salesman was also apparently willing to do all 
he could to satisfy his customers. Rush orders, requiring special delivery, 
became more frequent. But our friend did not complain. In fact, in most 
instances he volunteered to make deliveries himself so as to keep his 
customers happy. 
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Picture the condition that thus existed. The same individual took 
sales orders, made deliveries and recorded cash receipts from customers. 


Came the day of reckoning. 


A customer complained that he was being “dunned” for an invoice 
which he had already paid. This prompted an inquiry which brought 
to light the fact that many of the alleged orders which required special 
rush delivery were in fact fictitious and that the liquor so shipped had 
been misappropriated by the salesman. Since customers who had no 
knowledge of these transactions had been charged for the merchandise, 
the salesman (now turned bookkeeper) had misapplied other customers’ 
checks to these accounts. The checks so misapplied were later covered by 
still other customers’ checks and so on ad infinitum. 


ANOTHER "HELPFUL HARRY" 


In another case, one of the big oil companies had the dubious bless- 
ing of employing a clerk who had time to perform not only his assigned 
duties but also those of others in his department and in other depart- 
ments. That seemingly happy situation resulted in a loss of more than 
one million dollars. 


This clerk was employed in the advertising department. That 
department had an annual budget of $1,000,000, of which some $25,000 
was earmarked for post cards to be sent by service station owners to 
customers. 


As part of the versatile clerk’s duties, he placed orders for these 
post cards and other advertising material. All purchase orders were 
to be signed by the department head. As his first good deed, the clerk 
relieved his chief of the tedious task of approving purchase orders. The 
company’s disbursement auditors too were over-burdened and our good 
samaritan made life more pleasant for them by undertaking to examine 
all advertising invoices, checking their alleged authenticity and marking 
the account to be charged. 


It was obviously unfair to help but a few, so our ubiquitous clerk 
found no difficulty in persuading the accounting department that he could 
be of help in keeping track of the more than 50 advertising expense 
classifications. This job was happily relinquished to him and he assumed 
the task of operating the advertising expense ledger. 


When the day of dissillusionment finally came, some ten years 
later, it was found that advertising post cards had been ordered from the 
printing firm in which the employee had an interest, and that only a 
small fraction of the cards paid for had ever been received. 















Investigations and Disclosures of Deficiencies in Internal Control 19 


Disbursements for this material had been charged to every possible 
advertising expense classification, including pump signs, bill-boards and 
radio. As a result, the amounts posted in the ledger did not exceed the 
budget. And since no one had bothered to audit the underlying invoices, 
it was possible for the clerk to invest $100,000 in a New York night club, 
$30,000. in a home, and to subsidize a female acquaintance to the extent 
of $50,000. worth of furs and jewelry. The printer of the post cards 
managed to purchase a southern hunting preserve, a $50,000. home and 
$100,000.00 worth of new printing presses. 


This case is a glaring example of the results that follow from the 
failure to observe a most fundamental auditing principle. Any reason- 
able comparison of the advertising expense accounts with the underlying 
bills would have brought this bold swindle to light. Furthermore it was 
most unfortunate that the company’s auditors permitted any one per- 
son to assume the multiple duties of placing orders, authenticating in- 
voices and bookkeeping. 


EASY MONEY 

Any laxity in the operation of a system will challenge a potential 
thief. During the course of the years, habits become established, we 
begin to take procedure for granted and short-cuts begin to creep into 
the daily routine of checking. Invariably the short-cut seems to involve 
the ommission of an essential auditing procedure. When that happens, 
the latent crook will begin to sense the possibilities for theft and another 
case for the district attorney will be in the making. 


A most elementary principal of control was violated by one of the 
largest hotel chains. We all know that no one of us would permit a 
timekeeper who is responsible for authenticating the payroll actually 
to distribute the pay envelopes. In this hotel, the timekeeper, an affable 
and cooperative indidivual was eager to assist his overburdened co-work- 
ers on pay day. Before long he had acquired the regular assignment of 
distributing pay envelopes. The result was what you expect. Fictitous 
time cards were prepared and authenticated and the pay envelopes were 
retained by the timekeeper as compensation for his laborious efforts. 


The larceny of some $200,000, from a nationally known manu- 
facturing company was made possible because short-cuts in the office 
procedure were as good as a formal invitation to the branch cashier. 


Each branch office of the company sold parts for cash. A sales-slip, 
serially numbered, was prepared by the sales clerk for each cash sale. 
Copies of these slips, together with the cash were turned over each day 
to the branch cashier who had the duty of reconciling the amount of 
cash with the total of the slips and making the necessary bank deposits. 
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Once each week all sales slips, together with duplicate bank deposit 
slips, were sent to the company’s main office. There it was expected that 
a check would be made to account for each numbered slip and to see 
that the total of all sales slips agreed with the total of the bank deposits. 


It did not take the branch cashier very long to find out that a most 
essential step was being omitted. The home office was too busy to check 
whether each numbered sales slip was accounted for. All they had time 
to do was to add the slips submitted and compare the total with the 
bank deposit. 


To verify his suspicion that no check was being made of the numer- 
ical sequence of the slips, the branch cashier sent in his weekly report 
with the cash sales slips completely out of numerical order. Hearing 
no complaint, he was certain that he now had a mandate to steal. All 
he had to do was make sure that the total cash deposited agreed with 
the total of the sales slips he turned in. He began to withhold some slips 
and an equivalent amount of cash as his reward for being alert to the 
deficiency in his company’s internal control. 


Once again the failure to follow “first principles” was the primary 
deficiency. 


ROTATING AUDITORS 


A condition so glaring as to be almost beyond belief was recently 
found to exist in a large Wall Street financial institution. The internal 
audit staff consisted of a dozen or so people; seemingly enough to insure 
that there would be rotation of auditors as examinations were made of 
the various departments. For some unexplained reason, the task of 
counting the foreign exchange teller’s currency always fell to the same 
auditor. He was rapidly approaching the age for retirement and found 
that the exertion of physically counting cash was more than he could 
bear. He solved the problem by demonstrating his faith in the honesty 
of all mankind, and simply asked the teller to advise him how much 
cash was on hand. The auditor, then, in a most meticulous manner, 
wrote the teller’s reply on his work sheets. 


This continued for some time until the chief auditor decided that, 
since his assistant would soon retire, one of the neophytes had per- 
haps better practice counting foreign currency. Unfortunately there 
was no opportunity for the young auditor to learn by doing. When he 
arrived at the cage there was no currency left to count, although there 
was a book balance of $4,000. 


OUT OF THE BOX 


Continual repetition of the same examination of the same records 
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will often dull the perceptions. A larceny from a stock brokerage house 
would have been quickly detected had there been a frequent rotation 
of auditors. The thief, in addition to other crimes, stole securities from 
the firm’s strong box. That form of larceny is ordinarily simple to dis- 
cover, if the auditor who counts securities performs his duties with more 
than just his hands. 


In order to make up the shortage created by the theft of securities, 
the employee altered other certificates of stock, raising some from one 
share each to eighty shares each. This he did by the simple expedient 
of erasing the old denomination and inserting the greater number on the 
face of the certificate. 


The auditor counted these certificates time and time again and 
always listed them at eighty shares each. In addition to the written num- 
eral each certificate bore punch marks to indicate the correct number of 
shares. The punch marks clearly showed the denomination of the certifi- 
cates at one share each and not 80—but the auditor did not notice the 
discrepancy. 

There is every likelihood that another auditor with a fresh view- 
point might have detected this fraud. Sometimes, however, auditors are 
so pressed for time that with the best intentions they cannot give each 
document the careful scrutiny required. Where that condition pre- 
vails, it becomes most important that a more careful examination be 
made as soon as possible. 


MACHINES TOO 
Deficiencies in internal control have also been found to exist in 
companies using machine bookkeeping systems. After these machines 
have been in use for sometime, inertia frequently sets in. It becomes too 
inconvenient for managers to check whether all locks and safety devices 
are being utilized. Consequently, the door is opened for manipulation 
and larceny. Laxity in the appraisal of the system is usually to blame. 


Under a machine bookkeeping system in use by a large chain store, 
the head of the accounts payable division had complete control over the 
process of preparing the punched cards which reflected the liability to 
vendors and also furnished the basis for the automatic preparation of 
checks. It was also a part of his duty to compare the signed checks with 
the liability ledger cards before they were mailed. He was thus able to 
punch cards for fictitious vendors. When he received the checks for com- 
parison he found no difficulty in pocketing those made out to the ficti- 
tious vendors which he had created. 


The system of control was deficient here in two respects: (1) there 
was no control over the creation of liability cards. and (2) there was no 
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control over the number of checks drawn and supposedly mailed. Cer- 
tainly a fundamental auditing concept was violated here, in that one 
person was permitted to check upon himself. 


EXCLUSIVE OPPORTUNITY 


The absence of hand-written entries in many machine systems, 
together with the failure to check on the use of proper locks and con- 
trols, has encouraged employees to experiment with manipulation of the 
machine-written figures, feeling secure in the thought that even if a 
shortage is discovered, responsibility could not be fixed on any particular 
person. 


It is often an essential part of a criminal prosecution for embezzle- 
ment to show that the defendant had exclusive opportunity to commit 
the crime charged. 


CONTROL ACCOUNTS MUST CONTROL 

There have been instances where a deficient system has tempted 
clerks to manipulate subsidiary ledgers and controls. In this they were 
aided by a practice which every internal auditor knows is completely 
unjustified. That is the practice of proving only a few subsidiary ledgers 
each accounting period. For example, if there are 10 ledgers in a unit 
two or three of them are compared with the related control account each 
month. It is a very simple matter for a defaulting bookkeeper to adjust 
the control figure to suit the ledger that is about to be audited. It must 
seem fantastic to an internal auditor experienced in these matters to 
think that such simple manipulations would escape detection. But it has 
happened, particularly in those instances where the employee charged 
with the responsibility of entering details in the subsidiary ledgers is 
the same individual who has the duty of posting to the control accounts. 


REASONS FOR FAILURE 


To summarize, systems of internal control may fail for these rea- 
sons: 


1. Infrequent reviews or faulty appraisals of the actual operation 
of the system. 


2. Inertia on the part of those charged with specific responsibility. 
The use of short-cuts is the prime evil here. 


Breakdown of procedures due to economy measures. 
4. Failure to rotate auditing personnel. 


5. Inexperience and lack of imagination on the part of those 
responsible for the supervision of the system. 











HOW INTERNAL AUDITING CAN 
ASSIST MANAGEMENT IN 
MAINTAINING BETTER CONTROLS 


By VICTOR Z. BRINK, C.P.A. 
Assistant Controller, Ford Motor Company 





Internal auditors are constantly seeking to serve management more 
effectively. To do this internal auditors must first consider the nature of 
managerial control and the major available techniques by which such 
control can be achieved. Only then can they plan their work so as to 
assure that managerial control is effective. 


N view of the fact that internal auditing is designed to contribute to 
managerial controls it is appropriate that we examine, first, the 
nature and meaning of the term managerial control. 


The first question we may well ask ourselves is what we mean by 
“control.” As I see it, the basic concept of control is the assurance of 
conformance to an intended instruction or plan, including the authority 
to take such corrective action as may be needed in obtaining this assur- 
ance. This is, of course, a general principle which may be applied at a 
very low organizational level or it may be applied at the highest man- 
agement level. When applied at a management level, control includes 
also a determination of whether we are accomplishing the expected 
results. If the results fail to measure up to the targets and goals, the next 
question is whether information is available as to the causes of failure 
and what available remedies exist. Finally, control at the management 
level involves a determination as to whether appropriate action is taken 
to correct the deficiency or to otherwise assure the desired performance. 


In a modern business enterprise, the development of managerial 
control is based upon standards of performance for the various activities 
or segments of the operations of that particular company. The setting 
of these standards is, of course, a matter of first importance because, 
unless the standards are really fair and proper yardsticks of good per- 
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formance, they will not serve as a proper measure of subsequent per- 
formance. As a matter of fact, standards improperly set can do more 
harm within an organization than if they did not exist at all. 


Assuming, however, that proper standards are in fact set, the sec- 
ond phase is the measurement of actual performance against these stand- 
ards. In this connection effective managerial control is not concerned 
primarily with those activities which are proceeding in the expected 
* fashion. Instead, management attention is directed to the exceptions, 
since these are the particular events which require study and appropri- 
ate management action. At this stage, management then concerns itself 
with the determination of the causes of the variations between actual 
performance and the standards which had previously been developed. 


In this connection, as previously indicated, management is especial- 
ly concerned with the extent to which corrective action is possible. The 
causes of variations, of course, range from such an extreme non-controll- 
ability as Stalin’s course of action in international affairs, to the other 
extreme where a faulty piece of equipment can be repaired or replaced. 
In any event, the final phase of the cycle is the determination by man- 
agement of the action which, under the circumstances and after con- 
sideration of all the related factors, seems to be best from the stand- 
point of the over-all interests of the company. 


EIGHT TOOLS FOR MANAGEMENT CONTROL 


In developing effective managerial control, there are a number of 
important instruments or techniques which are available. Here are a 
few of the major ones. 


1. Organization. A basic prerequisite of effective managerial con- 
trol is that responsibility be ¢°'-~-ted and assigned in a clear-cut and 
intelligible fashion. This dekation and assignment is ordinarily 
reflected in an organization chart and manual in writing, available for 
reference by all interested parties. In developing a particular organiza- 
tion there are, of course, various alternatives available as to whether the 
operation should be centralized or decentralized, and the extent to which 
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specialist staffs should be developed which are outside the basic line 
organization. 


2. Accounting. A second important instrument of effective man- 
agerial control consists of the accounting plan and system. The account- 
ing system renders important historical, current, and future services. 
From a historical standpoint it develops records of the company’s trans- 
actions which are available for management reference and to satisfy 
the various legal requirements. From a current standpoint it establishes 
accountabilities and responsibilities consistent with the organizational 
plan and provides the basis for controlling the day-to-day operations. 
When the procedures of the accounting system are properly designed, 
the basis is also established for proper internal control in a more tech- 
nical sense. Of particular managerial significance is the fact that the 
accounting system provides the basis for measuring current performance 
in relation to the established standards. Finally, the accounting system 
renders important future services by providing basic data for the devel- 
opment of policies and the planning of the enterprise. 


3. Establishment of Standards. The role of standards has been indi- 
cated, but the establishment of standards can and should be applied to 
practically every important area of the company’s operations. It is 
desirable that a company develop manufacturing-cost standards, dis- 
tribution-cost standards, operating standards of various types as required 
by the nature of the operations, competitive standards based upon the 
performance of major competitors, and product-design standards which 
will insure that the design of the preducts will be consistent with the 
particular price market for which they are intended. 


4. Establishment of Forward Plans. Because management con- 
trol must always be concerned as much with the future as with the 
present and past, important control techniques have been developed in 
this area in the form of budgets and forecasts. While the concept of 
budgeting varies very sharply, as between companies and industries, 
it generally refers to a financial and operating plan covering a future 
period such as a month, a quarter, or a year. This financial plan is 
intended to establish standards of future performance which will provide 
a basis for revenue maximization and expense reduction. Forecasts, on 
the other hand, are aimed not so much toward the establishing of stand- 
ards, as toward estimating what the results of future periods will be. 
While frequently used in connection with time periods such as those 
used in the case of budgeting, quite often these projections will be made 
for longer periods. 


5. Personnel Administration. Modern managerial control recog- 
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nizes more and more the importance of the various roles of the indi- 
viduals who carry out the operating assignments. In its first imstance 
this means that employees must be properly selected. Once the em- 
ployees are selected, they must then be trained properly with particular 
reference to the company’s special requirements, methods, and policies. 


6. Study of Methods and Procedures. Throughout the entire 
organization, the thinking should go beyond present attainments in the 
way of products, procedures, and policies to the continuous development 
of further improvements. Proper provision must be made for continuous 
product research and design. Continuous attention must be given to the 
improvements of manufacturing methods and processes which are best 
suited to the product as currently designed or as it might be redesigned. 
In the field of industrial engineering, attention should also be given to 
improvement of such operations as material handling, material stor- 
age, receiving and shipping operations, and the like. Similarly, the pos- 
sibilities of improvement should be studied in the field of accounting 
methods and procedures. 


7. Financial Analysis. Qualitative financial analysis is such an 
important element of effective control that it may properly be set out as 
a particular technique of managerial control. Financial analysis includes 
the day-to-day type of analyses as well as special studies of the financial 
aspects of alternative courses of action so that management will be pro- 
vided with the best possible basis for making important management 
decisions. Such studies, for example, would be made in connection with 
the replacement and expansion of major manufacturing facilities. Sim- 
ilarly, they would be made in connection with product pricing. At the 
same time these financial studies provide the basis for long-term policies 
of the operations of the business. 


8. Internal Auditing. A relatively new but extremely important 
technique of modern managerial control is internal auditing—which 
we shall examine here in some detail. 


The term internal auditing in its most literal sense is auditing that 
is carried out by employees who are on the payroll of a particular cor- 
poration rather than employed by an independent firm of public 
accountants. While this employer-employee aspect has an important 
bearing on the nature of internal auditing, it, of course, by no means 
tells the whole story. Undoubtedly the best available brief presentation 
of the nature of internal auditing is contained in the statement, 
“Responsibilities of the Internal Auditor,” which was prepared in 1947 
by Tue Instirute or INTERNAL Auprrtors. The first paragraph states: 
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“Internal auditing is the independent appraisal activity within an 
organization for the review of the accounting, financial, and other oper- 
ations as a basis for protective and constructive service to management. 
It is a type of control which functions by measuring and evaluating 
the effectiveness of other types of control. It deals primarily with 
accounting and financial matters but it may also properly deal with 
matters of an operating nature.” 


I should like to give some further meaning to the foregoing defi- 
nition. The first important word is “independent.” Independence is a 
relative term. The use of the word here, however, recognizes first, that 
internal auditing should have the maximum independence possible 
within the organizational structure of the company. Ordinarily this 
means that the head of the internal auditing department should at least 
report to the major financial officer, whatever the title of that major 
financial officer may be. Some people even advocate a higher reporting 
responsibility, to the president or the board of directors. But, under those 
circumstances, the internal auditing function is not always administered 
in such a way as will make it most useful to those who have the major 


financial responsibility. 


Secondly, independence means complete detachment from the line 
accounting activities. Quite often certain accounting activities carry the 
caption, “auditing,” in particular situations but are really not internal 
auditing at all within the meaning of this definition. Thus, a so-called 
voucher audit which is carried out before checks are released to vendors 
is really only a part of the regular accounting operation. 


True internal auditing, on the other hand, exists only when it is 
completely detached and where the internal auditor is in a position to 
look at the operating activities in a completely independent manner. A 
good rule of thumb test in this connection is that, if the internal auditor 
were ill for a week, the regular operations of the company would go on 
in exactly the same manner. 


The meaning of this word “independence” can also perhaps be 
further indicated by differentiating the term “internal auditing” from 
internal check and internal control. Internal check is the characteristic 
which we attempt to inject into the operations of the accounting system 
and which describes the attributes of that system which insure internal 
proof and over-all efficiency. Internal auditing, on the contrary, is inde- 
pendent of the accounting system and is concerned with the appraisal 
of the adequacy of the internal check. However, the accounting system 
and the internal auditing department are both part of the total system 
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of internal control as we normally consider it, and as viewed by the 
independent public accountant. 


INTERNAL AUDITING IS NOT INTERNAL CHECK 


A second key word in the definition is the word “appraisal.” This 
is the one word which most characterizes the entire internal auditing 
function. It means in essence that the internal auditor is seeking to mea- 
sure results and achievement, and is, at the same time, critically apprais- 
ing the entire activity with a view to practicable improvements of all 
kinds. It is, in effect, a critical challenging of everything with which he 
comes in contact in order to determine what further things can be 
done which will best serve the company’s interests. The quality of this 
appraising activity is the most important measure of effective internal 
auditing in its modern sense. 


The definition states also that internal auditing is concerned with 
the review of accounting, financial, and other operations of the business. 
This may be taken to mean that internal auditing deals primarily with 
accounting and financial matters, but that it might also properly deal 
with matters of an operating nature. This is a view with respect to which 
there is a good deal of controversy both among internal auditors them- 
selves and among other interested parties. The definition as stated rec- 
ognizes that the internal auditor, being an accountant and auditor by 
way of basic education and training, is most at home in dealing with 
matters which are of an accounting and financial nature. 


The definition goes on, however, to recognize in a permissive way 
that the internal auditor may at times move into areas which are not 
directly related to the accounting and financial activities. When and 
to what extent he moves into these other activities, of course, depends 
on many factors, including how long the internal auditor has been 
exposed to these other activities and how well equipped he may be to 
report findings or to develop recommendations in these areas. The 
internal auditor must, obviously, move cautionsly when he expands into 
these semi-operating areas, but it would be a calamity to deny manage- 
ment this other type of service where it can be soundly developed. 


With the background now developed as to the concept of managerial 
control and as to the nature of internal auditing, I should like to give 
some consideration to the objectives and services of internal auditing 
in relation to effective managerial control. Tae INstrruTEe or INTERNAL 
AupirTor’s statement to which I previously referred, declares that the 
over-all objective of internal auditing is to assist management in achiev- 
ing the most efficient administration of the operations of the organiza- 
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tion. I might say that this particular objective is one that is not neces- 
sarily unique to internal auditing. All who serve a corporation in some 
respect would, I believe, claim this as their objective. What makes this 
objective especially meaningful in this connection, however, is the 
special opportunity of the internal auditor, in his independent position, 
to review, appraise, and recommend to management. Tue InstrruTE’s 
statement then goes on to point out that the total objective has two major 
phases. The first is the protection of the interests of the organization, 
including the pointing out of existing deficiencies to provide a basis for 
appropriate corrective action. The second is the furtherance of the inter- 
ests of the organization, including the recommendation of changes for 
the improvement of the various phases of the operations. These two 
major phases relate back to the protective and constructive services 
referred to in the definition which was previously quoted. 


The protective type of service emphasizes more the policeman 
role—the maintenance of the status quo, or conditions as they are. It 
involves at least three major activities on which I should like briefly to 
comment. 


1. Verification. Do the assets as stated in the annual and interim 
financial statements represent assets really in existence and owned by 
the company? That is, of course, a phase of the internal auditor’s work 
which is more closely akin to that of the independent public account- 
ant. It would include such matters, for example, as the verification of 
inventories, the counting of cash and confirmation of bank balances, and 
the confirmation of accounts receivable—all of which are familiar oper- 
ations in the operation of every large company. This type of internal 
auditing activity is the basic foundation of all effective internal auditing 
programs. 


2. Compliance. The management of one of our companies has 
set up a chart of accounts. It has also developed many accounting policies 
and a good many accounting procedures covering the handling of pro- 
ducts, cash receipts, customers’ accounts, purchasing, and the like. It is 
extremely important to management that these procedures are carried 
out in the intended manner. If they are not, it is necessary that manage- 
ment be advised so that corrective action can be taken. If, for example, 
the truck driver is not to deliver the customers’ monthly statements, we 
do not want the rule violated. Again, as an illustration, and this time in 
a non-accounting area, if it is the company’s safety rule that fire ex- 
tinguishers should be serviced in a specified manner, it is important to 
know that such a requirement is not being ignored. Like verification, 
the compliance activity is basic to a good internal auditing program. 
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3. Conservation of Assets. In simpler terms, this means that com- 
pany assets are properly accounted for and safeguarded from losses of 
all kinds. For example; is the cash on hand at an oil company’s service 
stations, bulk plants, and divisional offices properly protected, both dur- 
ing the day and overnight and when it is taken to the company’s com- 
mercial bank? Are the company’s products being properly safeguarded 
against evaporation and other undue exposure? The concept also 
extends to human resources. Is employees’ time being wasted because of 
faulty coordination and poorly designed procedures? In this connection 
also the internal auditor is concerned with fraud—although more with 
its prevention than its detection. 


CONSTRUCTIVE SERVICES AT THREE LEVELS 


The protective functions previously outlined are, as we have seen, 
basic to any effective internal auditing program. In most cases the need 
for such protective functions is the major reason in the first instance 
why internal auditing departments have been created. The protective 
functions represent, however, but half the job which is to be done. 
Rather, they provide the basis upon which we can build the constructive 
services previously referred to which involve the furtherance of the 
interests of the organization through the recommendation of changes 
for improvement. This constructive service is applied throughout all of 
the company’s activities with which the internal auditor has contact. 
It may be said to involve three major levels; policies, procedures, and 
performance. 


The application of the constructive function at the policy level is, of 
course, the highest level of the three. The internal auditor, in carrying 
out his protective functions as previously referred to, might well develop 
the basis for a finding and recommendation that the company’s policy 
with respect to the allocation and assessment of operating cost was dis- 
torting the financial results and laying the basis for improper and 
unwise management decisions. 


Similarly, the confirmation of accounts receivable and review of 
customer credits might well indicate that the company’s credit policy 
had not been developed along the lines best suited to the company’s 
interests. Customer comment received during the confirmation process 
might also provide a clue to other operating policies, as, for example, 
customer relations or quality of product. While the internal auditor 
cannot, of course, presume to know all of the factors influencing the 
development of the policy, he is at least in a position to present valuable 
evidence with respect to the operation of that policy which management 
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may not be aware of and which may well have an important bearing 
in the general soundness of the policy. 


At the procedural level, the internal auditor has still a greater area 
in which he can make an important constructive contribution. As stated 
previously, he is best equipped to make such an appraisal and to develop 
recommendations in the field of accounting procedures. The way the 
billing procedures are developed, for example, may be cumbersome and 
inefficient. The procedures for fixing accountabilities and the relief of 
accountabilities for production may also be cumbersome and may in 
fact leave some gaps when viewed from the standpoint of internal con- 
trol. By his very close exposure to all of the papers and procedures, the 
internal auditor is in a particularly advantageous position to make 
recommendations which can result in a reduction of current expense and 
to minimize risks to which the company is exposed. 


Even if the policies are sound and the procedures properly designed, 
there is always the further question as to whether people are properly 
qualified and whether they are performing as efficiently as they should 
be. Again, any appraisal of performance is most effective in the account- 
ing and clerical areas where the internal auditor is best informed and 
is on the surest ground. However, in the operations of a marketing 
division, internal auditors soon become familiar with the way ware- 
housemen, truck drivers, and other operating personnel should be work- 
ing. With normal intelligence they cannot avoid an awareness of 
inefficiency in these areas, and they would be remiss in their obligations 
to management if they did not appraise and report upon such deficien- 
cies as they observe in their field visits. 


THE EYES OF MANAGEMENT 


The outline of the objectives and services of internal auditing should 
have properly demonstrated the close relationship of internal auditing 
to effective managerial control and good management, in general. 
Actually, of course, effective managerial control is effective manage- 
ment. As we have pointed out, internal auditing encompasses a broad 
program which is intended to serve management and to assist it in 
carrying out management responsibilities. We have noted also that this 
program includes both the protective and constructive types of services 
so that management is best enabled to administer efficiently the current 
operations and to plan for the future. 


It is important to emphasize further that in making its particular 
contribution to management, internal auditing serves in a staff capacity. 
Being independent and apart from the regular line operating organiza- 
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tion, it carries no line authority and would not be in a position to give 
direct instructions to any persons in the organization other than within 
its own internal auditing staff. This is important because the work of 
the internal auditor, helpful as it should be, does not in any way relieve 
other persons in the organization of the primary responsibilities assigned 
to them. To do otherwise would create organizational chaos and con- 
fusion. 


Essentially, internal auditing is a fact-finding and fact-reporting 
agency—often referred to as the eyes of management. In a large organ- 
ization which is spread over a wide area, the fact-finding and fact-report- 
ing function assumes more and more importance. The fact-finding and 
fact-reporting function also involves something more—the intelligent 
sifting of these findings to provide the basis for constructive recom- 
mendations. These findings and recommendations find their formal 
expression in the reports of the internal auditing department. For 
example, in my own organization, our internal auditing reports are 
built around specific issues with respect to which a recommendation is 
deemed to be warranted. The treatment of each one of these issues con- 
sists of one part which represents the findings which are pertinent as 
the basis for the understanding of the recommendation. The second 
part is then the recommendation, itself. In some cases it may be neces- 
sary to report on a particular matter even though action has voluntarily 
been already taken by the field organization. This is the exceptional 
case, however, and internal auditing reports are restricted for the most 
part to matters which require some further management consideration 
and possible management action. 


The point should be made, also, that internal auditing is an import- 
ant technique of managerial control which may be applied at any major 
management level. Thus, for example, in my company we have an 
internal auditing department in our central staff which has, as its pri- 
mary responsibility, fact-finding, fact-reporting, and recommendations 
to our central management. Our operating divisions in turn, in many 
cases, have internal auditing staffs of their own which operate for the 
account of the divisional manager and which carry out a fact-finding, 
fact-reporting and recommendation function peculiarly suited to that 
divisional manager’s own needs. 


RELATIONSHIP OF AUDITING GROUPS 


The results of the work of the divisional internal auditing groups 
is, of course, completely available to the central internal auditing group. 
In addition, the central auditing group develops its own program in a 
manner which gives full consideration to the work which is carried out 
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by the divisional group. The relationship here is somewhat similar to 
the manner in which the outside public accountant reviews and gives 
consideration to the work of all of the company’s internal auditing 
activities when he is developing his own audit program. 


The theme of this article, as a whole, has been directed to the general 
aspects of the operations of a business enterprise, whether these opera- 
tions involved conditions of peace or war. Actually, the principles of 
effective managerial control and effective internal auditing do not 
change as between these two conditions. I cannot fail to recognize, how- 
ever, the special problems and challenges which exist at the present 
time under the conditions of defense production. These problems involve 
such matters as price controls, material controls, and matters relating 
to the administration of defense contracts. Superimposed upon our exist- 
ing civilian operations, they represent a still further challenge to our 
ingenuity. 


CONCLUSION 


With respect to the internal auditing function, the experience of 
World War II has demonstrated that internal auditors can make an 
effective contribution to the operations of their respective companies. 
I think this is more true than ever today. In the first place internal 
auditors, because of their further experience and maturity, are more 
capable of rendering expanded services. In the second place, my con- 
tacts with the military services have indicated that, from an auditing 
standpoint, they wish to give more and more consideration to all actions 
which we may take within our respective companies to insure the sound- 
ness and over-all integrity of the cost data upon the basis of which prices 
are negotiated or costs reimbursed, as may be required by the particular 
contract. I urge all those who have internal auditing responsibilities to 
study carefully the particular ways in which they can be of service to 
their respective managements and to take the initiative in presenting to 
them suggestions and recommendations in this respect. Tue INstrruTE 
or INTERNAL AuptTors is attempting this year to emphasize the develop- 
ment of management acceptance and I know of no better way to make 
progress on this program than by making a contribution to the solution 
of defense production problems. If we are determined to make that con- 
tribution more effective, I am certain that we will be able to do so. As 
the same time we will be demonstrating further the important relation- 
ship of internal auditing to managerial control. 








HOW CAN THE INTERNAL AUDITOR 
ASSIST THE EXTERNAL AUDITOR 
IN CARRYING OUT THE 
ANNUAL SHAREHOLDERS’ AUDIT?’ 


By J. A. WILSON, F.C.A. 
Partner, Geo. A. Touche & Co., Chartered Accountants 


The more that co-operation can be promoted between the “internal 
auditors” and the “external auditors,” the better the results which will 
be achieved by both. This calls for better understanding by both groups 
and especially by company management of the differences in their 
responsibilities. Furthermore it calls for adequate liaison throughout 
the fiscal year, not just at the close of it. 


IE audit for the shareholders may be broken down into two main 
phases: 


A. Testing of routine transactions and review of procedures, more 
particularly with regard to internal check and internal control. 


B. Verification of balance sheet items and review of profit and 
loss or income account. 


Both phases must be closely integrated in order to carry out an 
efficient audit, each one depending upon the other. For the time being, 
however, I will deal with them as separate activities. 


A. TESTING OF ROUTINE TRANSACTIONS AND REVIEW 
OF PROCEDURES 


The general interpretation of the audit required by the Companies 
Act is that it is a balance sheet audit and that the auditor is not neces- 
sarily responsible for internal defalcations. However, we do know that 
in practice the external auditor makes sufficient tests to satisfy himself 
that a system is operating which, if followed properly, should be a rea- 
sonable safeguard against defalcation. In large corporations the audit 
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becomes more and more an examination of procedures with tests of 
underlying transactions to ascertain that the procedures are being car- 
ried out. 


The internal auditor can assist here by his better knowledge of the 
company’s business and its ramifications which should enable him more 
intelligently to check the transactions and procedures. Where there is 
an internal auditor, the external auditor is entitled to reduce his work 
along these lines to an examination of the procedures relating to internal 
control and internal check and a review of the work carried out by the 
internal auditor, making limited tests of routine transactions himself. 


In order to receive the maximum benefit from the work of the 
internal auditor, it is wise to have a meeting between the external aud- 
itor, the internal auditor and appropriate senior officials early in each 
year to review the opportunities for co-operation. 


Usually the external auditor is influenced in his appraisal of the 
value of the internal audit by: 
(a) The training and general ability of the internal audit staff 
employed; 
(b) The degree of independence of the internal audit organization; 
and 
(c) The efficiency and effectiveness of operation of the internal 


audit—such as may be indicated by the existence of: 


1. Carefully planned programs covering the work to be car- 
ried out. 


to 


A record of departments and branches visited, with approx- 
imate time spent. 

3. Concise informative working papers and reports on the 

results of each section of the audit completed. 

4. A final summarizing report by the senior internal auditor 
indicating (a) that the work of his assistants has been care- 
fully reviewed and (b) that prompt, appropriate action was 
taken to notify management of irregularities and shortcom- 
ings, and (c) indicating what remedial action was taken by 
management. 


There are two common ways in which the value of an internal 
auditor to the external auditor may be very seriously reduced. 
1. FAILURE TO COMPLETE THE INTERNAL AUDIT 


I have in mind a number of cases where the external audit staff has 
found, upon taking up its work, that the internal audit has been only 
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partially completed—often because the internal auditor has been kept 
so busy on other jobs that he has had insufficient time to carry out his 
principal assignment. 


Regardless of the reasons, the external auditor is in the awkward 
position of having planned his staff assignments and programs on the 
assumption that the internal audit would be carried out as planned. The 
method of preventing such a crisis from arising may be obvious but I 
think it serves to illustrate the necessity for the external auditor hav- 
ing sufficient liaison with the internal auditor during the year to enable 
him to foresee such an emergency arising in time to discuss with man- 
agement how to cope with it. Here is where the internal auditor can be 
of great help if he will initiate such action as soon as he realizes that he 
will be unable to complete his part of the work. Sometimes the external 
auditor is in a position to offer helpful suggestions concerning the tim- 
ing of the internal audit. For instance, it is often wise for the internal 
audit department to plan its annual work leading to final reports and 
recommendations to take place two or three months before the corpora- 
tion’s fiscal year end to allow for proper finalization and action before 
the pressure of the year-end work and audit arises. I would stress the 
importance of setting a definite date as of which the internal audit 
department must finalize its work. 


2. FAILURE OF MANAGEMENT TO ACT UPON THE FINDINGS OF THE 
INTERNAL AUDITOR 


Limiting the testing of detailed transactions by the external auditor 
pre-supposes that such limited tests and review will confirm his faith 
in the system of controls and checks in force. An opposite result in his 
finding could render it necessary for him to extend his audit procedures 
in certain areas to compensate for such weaknesses. 


It should be clear, therefore, that if corrective action has not been 
taken by management, an internal audit report pointing out numerous 
faults and shortcomings of the accounting operations could make it 
necessary for the external auditor to extend his own tests or even qualify 
his report to the shareholders. 


It follows that management must accept the responsibility of keep- 
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ing in touch with the internal auditor and not conclude that it has dis- 
charged its responsibility merely by putting him on the payroll. 


B. VERIFICATION OF BALANCE SHEET AND REVIEW 
OF INCOME ACCOUNTS 


In this phase of the external auditor’s work, the internal auditor 
may give very valuable assistance. Some of the more important sections 
of the balance sheet audit where this assistance is most helpful in 
saving time for the external auditor are: 


1. CASH 


The value of assistance by the internal auditor in the verification 
of cash will vary according to the type of organization. His help is 
particularly valuable where there are numerous branches with separate 
cash accounts and bank accounts to be reconciled. If the internal auditor 
prepares or checks a reconciliation independently of the accounting 
staff, the external auditor may conclude that he is adequately fulfilling 
his own responsibilities by test checking a few of the reconciliations 
rather than making a complete check of all balances. In most cases, the 
external auditor will secure his own outside verification of all bank 
balances and will check these to the reconciliations but he may not feel 
that it is necessary to check any but a few of further details. 


The internal auditor’s work on transactions before and after the 
year-end as a precaution against kiting and other undesirable practices is 
also helpful, although the external auditor will make his own test to 
the extent he considers it desirable. 


2. ANALYSIS AND REVIEW OF ACCOUNTS RECEIVABLE 


The internal auditor’s knowledge of the peculiarities of the particu- 
lar business and the history of some of the accounts frequently enables 
him to make a very accurate estimate of the reserve for doubtful accounts 
required. In a business where collections are a problem, the internal 
auditor will usually have included reviews of the accounts during the 


year for the purpose of ensuring that collections are being closely fol- 
lowed. 


The internal auditor may provide the external auditor with a trial 
balance of the accounts receivable showing the ageing of the overdue 
accounts together with his notes concerning the status of the accounts 
which appear to require particular attention. References to the corres- 
pondence files and other sources of original information save the external 
auditor much searching. 











38 The Internal Auditor 





Often the internal auditor carries out confirmation of the balances 
by direct communication with the debtors at appropriate intervals dur- 
ing the year or at the year end. Sometimes this is done quite independ- 
ently of the verification carried out by the external auditor. If the in- 
ternal auditor and the external auditor co-operate on this operation, it 
saves duplication of work and unnecessary annoyance to the debtors. 
The external auditor usually takes the position that he must carry out 
at least a part of the circularization of debtors independently of the in- 
ternal auditor. This can be worked out by having the external auditor’s 
staff exercise control over the checking and mailing of the confirmation 
forms at any desired date. The confirmations are returned to the office 
of the external auditor, who may examine all or part of the positive 
verifications returned and note all of the differences reported from nega- 
tive verifications in order that he may investigate such differences. 


3. INVENTORIES 

Modern audit techniques call for the external auditor to do a con- 
siderable amount of work on the verification of inventories. This norm- 
ally includes attendance at stock taking, or some testing of physical 
quantities, checking cut-off, and testing prices and extensions, as well 
as close enquiry into obsolete stock and other matters which affect the 
valuation of the inventory. 


The internal auditor can carry out a considerable part of this work 
in co-operation with the external auditor. His more intimate knowledge 
of the items comprising the inventory should place him in the position 
of being able to make a very intelligent appraisal of inventory valua- 
tions. 


One spot in particular where the internal auditor can cover a very 
important job is in checking inventory cut-off. This is sometimes a 
difficult operation and requires someone on the job at the right time to 
make sure that the proper cut-off has been achieved. 


In the same manner as mentioned for accounts receivable, the 
preparation of adequate notes and memoranda by the internal auditor 
concerning this work and the findings will materially assist the external 
auditor in covering the most ground in a minimum amount of time. 
Close liaison between both teams of auditors can reduce to a minimum 
the number of times invoices and other information have to be removed 
from the files for such purposes as checking prices. 


In most of the balance sheet items there is scope for the internal 
auditor to assist. In fact where the maximum assistance is received from 
the internal audit department the result may be a complete set of work- 
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ing papers prepared by the internal auditor in much the same manner 
as the external auditor prepares a working paper file in support of the 
balance sheet items. This frequently carries into the profit-and-loss sec- 
tion where intelligent notations as to increases and decreases in expense 
items, changes in policy, etc. may be helpful. Ordinarily the internal 
auditor should prepare his schedules and memos in duplicate, thus pro- 
viding a copy for the external auditor to file with his working papers 
and leaving the internal auditor with a complete file for reference during 
the year or when he checks the same operation at the end of the follow- 
ing year. 


It is obvious that if duplication of effort is to be avoided, both 
groups of auditors must meet together well ahead of time and carefully 
plan out the program of co-operation. Sometimes from this meeting 
there develops a definite program of work for the internal auditor to 
which he and his staff can refer as they proceed in order to be sure that 
their work will fit in with that of the external auditor. 


The responsibility of the external auditor under Canadian law is 
not reduced by help received from the internal auditor. The internal 
auditor is an employee of the company whether or not he reports directly 
to the president or any other senior official. The shareholders’ auditor 
in accepting assistance from the internal auditor must accept responsi- 
bility for it. Therefore, it is necessary in arranging co-operation to agree 
first on the minimum which the shareholders’ auditor feels he must 
personally do before deciding on the duties to be allocated to the internal 
auditor. The latter do have some bearing on the first but if approached 
in the manner suggested, the corporation will not fall into the error 
of setting up a very complete internal audit program and then hope that 
the external auditor will accept this work as if it were his own. He is 
not being unreasonable when he points out that his own independence 
must be clear and that there is a definite limit to the amount of his 
responsibility which can be delegated. 


It has been said and quite rightly that the shareholders’ auditor 
cannot do a proper audit from the books alone. Even more so is it true 
that he cannot do an audit from the working papers alone. It is only 
reasonable to say that the shareholders’ auditor must do enough work 
in the various departments of the company to have first hand knowledge 
of the operations and procedures and to get the feel of the pulse of the 
company. Such work greatly assists his general appraisal of the condi- 
tion of the books and records and the financial position of the company. 


Sometimes the assignment of too much detail work to the internal 
audit staff can be avoided by frequent conferences with the external 
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auditor, who is in a position to assess significance of the results as the 
work progresses. 


Recent developments in fidelity bonds give companies considerably 
more protection on the recovery of stolen funds. Also, accounting pro- 
cedures have developed through the use of machines and other devices 
whereby controls have been strengthened. The very increase in the size 
of many corporations has made it possible to so separate the operations 
that relatively complete systems of controls are possible. The external 
auditors have taken the view that they are entitled to rely very con- 
siderably upon these improved controls, thus reducing the time they 
spend on some audits. The internal auditor should consider the same 
matters and not embark on a great deal of detailed checking of trans- 
actions which are adequately controlled. His time would be much bet- 
ter spent in policing the operation of the system and the procedures and 
ensuring that these controls are operating as intended. One of the most 
important phases of his work is to watch that inadvertently controls are 
not broken down by changes in personnel or in the allocation of duties. 





While the right to talk may be the beginning of freedom, the 
necessity of listening is what makes the right important. 


—WatrTerR LiPPMANN. 


INTERNAL AUDIT OF CONTROL 
SYSTEMS”* 


By THOS. F. GRIFFIN, C.A. 
Price, Waterhouse & Co., Vancouver, British Columbia, Canada 


Numerous discussions about the internal auditor's responsibility 
for the design and installation of accounting and recording systems and 
procedures tend to obscure his responsibility for appraising them, both 
before the systems specialist arrives and after he has departed. Here are 
some suggested criteria for such appraisal. 


HOUSANDS and thousands of dollars are being spent every year 
on systems and procedure work and impressive returns are being 
received by businesses in the form of improved information for man- 
agement and substantial economies in clerical and accounting costs. 
Entirely apart from the question of responsibility for the design and 
installation of internal control systems and procedures, it is a recognized 
duty of an internal audit staff “to provide additional assurance to man- 
agement as to the adequacy of its outlined procedures and the extent 
to which they are being effectively carried out’’**. 

The purpose of this article is to suggest some criteria which internal 
auditors might use in appraising the control systems of their companies. 
The proposed criteria are grouped under the following subjects: 

A. Organization 

B. Reports 

C. System of Accounts 

D. Records 

E. Routines and Procedures 

F. Mechanical Aids 

G. Forms Design 
A. ORGANIZATION: 


1. The field of the company’s operations should be reviewed in 
order to determine the most effective territorial organization and the 
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most desirable location of the management. On this rests the question 
of centralized or decentralized accounting and the extent of each. 


2. The assignment of duties and authority in the organization 
should be considered in order to determine the related or unrelated 
‘esponsibilities accorded the various division heads, department man- 
wers, and others. On this rests the question of what to report and to 
vhom. 

3. The “line organization” should be clearly distinguished from 
he “staff organization.” 


4. An organization manual should be maintained to assure a com- 
ton understanding of responsibilities and relationships. 


» Reports: 


1. The reports to management should be directed to the responsible 
w abers of the line organization. 


2. The reports must be timely and should be concise, comparative, 
and constructive in order that they may assist in directing the operation 
of the business. 


3. They should include interpretive comments wherever neces- 
sary. 


C. System or Accounts: 


1. The chart of accounts for the general and operating ledgers 
should be “keyed” to the form and content of the functional reports 
with sufficiently detailed classification to obviate the necessity of fre- 
quent analysis. Control accounts should be used where the nature and 
number of accounts warrants. 


2 The chart of accounts should be coded in a simple yet integrated 
manner. Where mechanical recording appliances are used it is usually 
advantageous to use a numerical code. 


3. An accounting manual should be provided to explain the con- 
tent, purpose and use of each account. 


4. The principles of allocation and distribution of costs and ex- 
penses should be set out in the accounting manual in order to assure 
consistency. 
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5. Those entries which are normally made every accounting 
period should be set out in a logical sequence and in a standard form 
with explanatory information. 


D. Recorps: 


1. Physically the records should be in the form most suited to 
their use for reference purposes, and also in the form which will provide 
the greatest speed in recording consistent with adequate control of 
reliability. Helpful devices include visible records, sortable records, col- 
lated records, bookless bookkeeping records, etc. 


2. Their design should be predicated on a logical sequence of entry, 
both to the records from source documents, and from such records to 
summaries, ledgers, and statements or reports. Above all, they should be 
simple to understand. 


3. Where records are maintained at different locations they should 
be standardized in so far as practicable. 


4. They should be illustrated in the accounting manual with ex- 
planations of the related procedures and routines for entry. 


E. Routines AND PROCEDURES: 


1. The routines and procedures for all accounting activities should 
be appraised as to simplicity, logical sequence and internal control. For 
this purpose the use of the following analysis forms is often helpful: 


(a) employees daily record of routines for a representative period. 

(b) employee utilization charts. 

(c) process or flow charts. 

2. The layout of the office should be simple and conducive to an 
even flow of work. The mechanical aids and reference material required 


for any particular job should be near at hand and suited to the nature 
of the work. 


3. The accepted procedures should be outlined and explained in 
a procedure manual to assure a common understanding. 
F. MercnHanica Arps: 


1. All available appliances should be investigated with a view to 
speeding, facilitating and economizing on the accounting and related 
procedures. 


2. In selecting accounting machines, their computing facility is 
usually more important than their writing ability. 
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3. Machines should, in the main, fit the system, not vice versa. 
However, many systems obtain desirable revision only when machines 
are installed, whether the machines are otherwise justified or not. 

4. Available advantages from the use of machines should justify 
their cost. 

5. Consideration must be given to the availability and cost of 
servicing. 

6. Machines can be a boost to employee morale when efficiently 
used. 

7. Besides machines, in the strict sense of the word, the use of 
gadgets and office equipment such as sorting equipment, non-adding in- 
voice ejecting machines, rubber stamps etc. can be of great value in 
obtaining efficiency. 


G. Forms Desicn: 


1. All forms should be reviewed on a systematic and continuous 
basis; this might be termed a “forms control program.” Among the ques- 
tions which should be considered in respect of each form are: 

(a) does it duplicate? 

(b) is all recurring data printed? 

(c) is it properly spaced vertically and horizontally for typing 

or handwriting? 


(d) is the sequence of items properly related to past or subsequent 
recording media? 
(e) are all copies required? 
(f) is the type of form such as speedisets, continuous, pad, etc. that 
which is best suited to the function? 
Consideration should also be given to the establishment of procedures 
for: 
(a) standardization 
(b) retention and destruction 
(c) authorization for repurchase following revision 
(d) appropriate quantity control. 
2. Economies from form design and control result over an extended 
period from savings in stationery and even more from the simplifications 
in the procedures surrounding the use of the form. 


3. A comprehensive forms manual should be maintained. 


THE ROLE OF THE INTERNAL 
AUDITOR IN CANADIAN OIL 
COMPANIES, LIMITED* 


By W. HAROLD REA, President 
Canadian Oil Companies, Ltd. 








The role of the Internal Auditor in Canadian Oil Companies, Lim- 
ited, is to function as liaison between top management and the operating 
departments, and to see that operations are carried on in accordance 
with management’s policies. The company’s president tells here how the 
Internal Auditor carries out that assignment. 





N keeping with the tremendous expansion of corporate enterprise and 

the resultant increased tempo of business activities, there has devel- 
oped a definite need for a liaison to partially replace the direct contact 
which was formerly possible between Management and all personnel. 
Company Management endeavors to establish policies and procedures 
which, when put into effect, will, in its opinion, achieve the desired 
results. As a means toward carrying out this concept of Management, 
it is necessary to place increased reliance upon reports covering all 
phases of operation. It is the Internal Auditor who is particularly fitted 
to function as a liaison, and to see that operations are carried on in 
accordance with these policies. In so doing, he is performing the very 
important duty of reassuring Management with regard to the discharge 
of its responsibilities. 


To perform such a role the Internal Auditor should be a well- 
trained individual, possessing mature judgment, and in my opinion, he 
should work under the direction of top Management. In our Company 
he reports directly to the General Manager. I do not believe that he 
should report to the head of the Accounting Department, to the Secre- 
tary, or to the Comptroller. By having him report to top Management 
his position is established on a level which promotes the effectiveness of 
his work in the field. 


I expect the Internal Auditor to see that the accounting policies of 
the Company are fully carried out, and that he institutes the necessary 
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internal checking in order to keep the amount of detailed auditing to a 
minimum. Our Company employs six Auditors today, in contrast with 
eight Auditors fifteen years ago, when we did one-fifth the volume of 
business we are doing today. Most suggestions for improvements in 
accounting records should originate with the Internal Auditor. 


When the Auditor is in the field, I like to feel that he is being help- 
ful in trying to keep things running smoothly, by settling small account- 
ing and auditing problems right on the spot. This type of Auditor con- 
trasts with that “bloodhound” type who has the mistaken idea that his 
efficiency is judged by the number of things he can find wrong. If 
Internal Auditors repeatedly find that Company policies and practices 
are being disregarded then it is a reflection either on the personnel 
selection methods of the Company, or a reflection on the Auditors them- 
selves for leaving in effect an accounting system which makes possible 
repeated contraventions of Company policies and practices. 


Naturally it is to be expected that the Internal Auditor will have a 
thorough knowledge and understanding of Company policies and prac- 
tices. To achieve this end, our Chief Auditor is in attendance at all 
meetings of departmental managers at which meetings all matters per- 
taining to general operations are thoroughly discussed, including manu- 
facturing, transportation and supply, marketing, advertising, safety, fire 
and accident prevention, personnel and industrial relations. The Internal 
Auditors are on the mailing list for policy and instruction bulletins 
which are issued from time to time by all departments. While in the 
field they are encouraged to participate in local sales meetings. We 
believe that this is constructive because, through this means, an Auditor 
becomes familiar with the actual application of Company policies and 
practices and shares the views and opinions of those who are charged 
with the responsibility of carrying them out. Our Internal Auditors are 
required to make an inspection of certain physical assets, buildings, 
equipment, and Company property in general. They are supplied with 
cameras and they submit pictures of equipment and property which 
they may find it necessary to report as not being maintained in accord- 


MR. W. HAROLD REA is president of the Canadian Oil Companies, Ltd. He has 
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ance with Company policy. The pictures are attached to the report of 
the audit and they are of great value and assistance when the next audit 
takes place. Our Auditors are instructed to make a very thorough check 
on the strict observance of our regulations in connection with accident 
and fire prevention which are so vital in the petroleum industry. We 
expect our Internal Auditors to be thoroughly familiar with our indus- 
trial relations policies so that they can report on any slip-shod methods 
in the selection of new employees. They should be familiar with our 
advertising and sales promotion policies, so that they can detect and 
draw attention to, any unused or wasted stock of sales promotion litera- 
ture which may have been overlooked. The scope of activities of the 
Internal Auditors in our Company is far beyond what is listed in their 
audit schedule, and in all matters we expect them to deal with tact 
and diplomacy so as to achieve the desired results without friction or 
disturbance. 


At the conclusion of each audit of a division of the Company, our 
policy provides for a meeting of the Auditor, the Manager of the Divi- 
sion, the Office Manager, and any others whom the Auditor feels should 
attend the meeting. As this meeting the audit findings are fully dis- 
cussed, thus providing a means of direct interchange of information. 
This is of considerable advantage to all parties, in that the Auditor may 
be made aware of conditions which may alter judgment on some of his 
findings and also because local Management at different levels in the 
Division receives first-hand information concerning the activities and 
the personnel of the Division, which should provide the incentive for 
taking immediate corrective action, where found necessary. The in- 
tangible results, usually the most important results of such meetings, are 
the engendering of a spirit of co-operation between the Auditor and 
those audited and an over-all desire to be of mutual assistance in the 
development of better operations. In some cases an original draft of a 
voluminous audit report has shrunk to perhaps a page or two for final 
submission. 


Through his close contacts with employees and their supervisory 
staffs, the Internal Auditor can offer valuable counsel on the appoint- 
ment of accountants and other office personnel. Furthermore, he is par- 
ticularly well equipped through wide audit coverage and association 
with personnel throughout the entire organization, to spot individuals 
with potential supervising or managerial abilities. By favorable report, 
he may bring such individuals to the attention of Management so that 
their abilities may be utilized to the fullest extent, and that they may be 
trained for advancement to positions of greater responsibility. 








48 The Internal Auditor 


We believe there should be a direct relationship between the effec- 
tiveness of the internal audit and the ability of the Public Accountant 
to restrict his audit. Our external auditors, through their varied experi- 
ence in many industries, have offered some excellent advice to us on the 
scope and organization of our internal audit. At the same time we ex- 
pect our Internal Auditors to continually improve the effectiveness of 
their work so as to reduce the scope and cost of the external audit. While 
this may seem as though we are doing our utmost to put the Public 
Accountant out of business, this is not the case, because in addition to 
his statutory functions, we are leaning on him more and more for coun- 
sel on tax matters and other functions concerning which our Internal 
Auditors are not expected to be so well informed. 


I believe that the Internal Auditor should possess an academic 
standing and training at least on a par with the accounting or office 
department heads of the Division or office to be audited. He should be 
paid a salary that will at least permit him to dress well, and create a 
favorable impression by his personal appearance. When he is working 
in a district office, he should comply with the prevailing office hours, and 
not leave the impression that because of his Head Office status, local 
regulations do not apply to him. Being a Head Office representative, he 
should set an example, and I know from experience that this can have 
a far reaching effect upon the personnel of the local office. We expect 
our Internal Auditors to maintain the dignity of their position and to 
exercise caution in the matter of social intercourse with the members of 
the office staff where they are working. 


In our Company we regard the Internal Auditor’s position as an 
important one. We have had an Audit Department since 1908, the year 
the Company was incorporated, and I am pleased to say that many of 
the executives of our Company have served on the Internal Audit Staff. 
Through this medium they obtained a broad view of the entire opera- 
tion of the Company, and they had an opportunity to observe the inter 
relationships of the whole Company and the degree of balance amongst 
personalities, so necessary to the efficient functioning of the enterprise. 


The Internal Auditor then, is acting as a liaison between top Man- 
agement and the operating departments, to keep Management assured 
that defined policies are being carried out and thus assuring Manage- 
ment that it is discharging its duties for those to whom it is responsible, 
namely the public, the customers, the shareholders, the directors and the 
employees. 


FUNCTION OF INTERNAL AUDITOR 
AND CORPORATE TAX MANAGEMENT* 


By M. G. PAUL, JR. 
Manager, Tax Department, Philco Corporation 


Corporations today pay out a large portion of their gross income 
in the form of federal, state and local taxes of various kinds. In many 
companies these payments are made on the authority of the corporate 
tax department. However, responsibility for the adequacy of controls 
over cash disbursements is only one of the reasons why the operations 
of the tax department are proper subjects for the thoughtful attention 
of the Internal Auditor, as the author points out. 


separate corporate Tax Department is a comparatively recent devel- 
A opment in most business organizations. It is perhaps for this reason 
that relatively little attention has been paid to the responsibility of the 
Internal Audit Department in making periodic examinations and audits 
of the Tax Department. Taxes themselves, of course, are exactions 
made by governmental instrumentalities to provide for their support. 
As such, tax liabilities are created by law. Inevitably therefore, the func 
tions of a corporate Tax Department are quasilegal in nature. It may 
be due as much to the latter reason as to the former that the Internal 
Audit Department has hesitated to inquire into the activities of the 
corporate Tax Department. 


With the tremendous increase in tax collections at all levels of 
government, the average corporation may well find that from 10% to 
20% of its total gross income is disbursed in the form of taxes under the 
jurisdiction of the Tax Department. If only from the standpoint of an 
adequate control over cash disbursements, it is evident that the Tax 
Department is a proper subject for the thoughtful attention of the 
Internal Audit Department. 


It is true, of course, that the determination of tax liability involves 
more than simple arithmetical processes. Many matters of judgment 
are involved, the exercise of which necessarily entails a more or less 


*Paper delivered at a meeting of the Philadelphia Chapter. 
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thorough knowledge of the law, administrative practices, and current 
judicial trends. It is not to be expected that the internal auditor should 
be charged with the responsibility of substituting his judgment for that 
of the tax administrator to the extent that it would result in an inde- 
pendent ascertainment of the tax liability on hundreds of separate tax 
returns involving millions of dollars of tax liability. On the other hand 
there is very definitely an area within which the internal auditor may 
operate to determine generally that the Tax Department is performing 
its functions capably and thoroughly. 


Any consideration of this subject first requires a brief outline of the 
principal functions of a typical corporate Tax Department. These are: 


1. To determine the existence of a liability to file a tax return and 
to pay a tax. This determination ordinarily involves points of law, and 
the Tax Department commonly consults with the company’s attorneys 
in making determinations in this area. 


2. To prepare, execute and file all tax returns, and to authorize 
payment of the taxes due. 


3. To negotiate settlement of tax disputes with taxing authorities. 


4. To keep the company’s operating personnel and management 
informed concerning new tax laws, regulations, judicial decisions, and 
administrative rulings in order to insure adoption of tax saving mea- 
sures. 


5. To maintain centralized files of records relative to all tax mat- 
ters affecting any division or unit of the company. 


In addition to the foregoing functions, which are of particular 
interest to the internal auditor, the Tax Department sometimes engages 
in certain collateral activities with which the internal auditor need not 
ordinarily be concerned. The tax administrator will, quite frequently, 
represent the company in tax activities conducted by trade associations 
and other business groups. Moreover the tax administrator may also be 
in a position to make a valuable contribution to the interests of his com- 
pany by cooperating with taxing authorities, both administrative and 
legislative, in the development of improved tax laws and more effective 
means of administration and compliance. 


MR. M. G. PAUL has served as Manager of the Tax Department of the Philco 
Corporation since 1944. Previous to 1942 he was employed in the Internal Audit De- 
partment of the Corn Exchange National Bank and Trust Company of Philadelphia. 


Mr. Paul is presently a member of the Committee on Taxation of the National 
Association of Manufacturers and he is secretary of the Tax Executives Institute Inc. 
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It is not to be inferred that the Tax Department performs these 
duties alone and unassisted. On the contrary the most effective tax 
administration requires the greatest degree of cooperation with the com- 
pany’s top management, its legal department, independent public 
accountants, outside counsel, and especially with the operating divisions 
of the company. Unless the closest liaison is maintained between the 
Tax Department and each of these other groups, the tax administration 
of the company is bound to suffer. 


The starting point in any comprehensive internal audit program 
should be a complete review of the company’s activities to determine 
if the Tax Department is cognizant of, and is giving the appropriate 
attention to, the multiplicity of federal, state, local, and foreign taxes 
attendant upon and incidental to its scope of operations. It is axiomatic 
that a governmental agency may not impose a tax unless it first has 
jurisdiction over the property or person of the individual by whom the 
tax would be payable. This suggests therefore, that any determination 
of the existence of a tax liability involves a geographical analysis of the 
full scope of the company’s activities. This would include a list of its 
factories, warehouses, sales offices, laboratories, service depots, and other 
places of business of whatever nature at which point the company either 
has property, employees, or otherwise conducts business activities. 


Little question arises, of course, with respect to federal taxes. Liabil- 
ity for Federal income, old age benefits, and unemployment taxes may 
be taken for granted except in rare cases. Liability for certain state 
taxes, such as franchise taxes and license fees, is, on the other ‘hand, 
ordinarily determined by whether or not a company is “doing business” 
within a particular state. The question of “doing business” is deter- 
mined under the laws of each state, and is a matter which should be 
passed upon by the company’s legal counsel. 


As a rule when it has been determined that a company is “doing 
business” in a given state, it will so register with the Secretary of State. 
Accordingly the auditor should secure from the secretary of the com- 
pany a list of those states in which the company is registered to do busi- 
ness for the purpose of establishing the extent of the company’s liability 
for franchise taxes and license fees of various sorts. The question of 
“doing business” has a special legal significance quite different from 
the commonly accepted usage of the term. At the risk of considerable 
oversimplification, it may be pointed out that a company will ordinarily 
be found to be “doing business” within a given state if it maintains an 
inventory of merchandise within that state from which it makes deliv- 
eries to customers located in the same state. In general it will be found 
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therefore, that a company is amenable to all taxes imposed by a state in 
which it maintains a plant or inventory of merchandise. 


On the other hand, there are many types of state taxes which are 
not dependent upon the narrow question of “doing business.” Many 
states now impose direct income taxes on corporations. The Supreme 
Court has held that such taxes may be imposed upon corporations whose 
only activity in the state is the maintenance of a sales office for the solici- 
tation of business. While the mere maintenance of a sales office in a 
state unassociated with an inventory of goods is not ordinarily regarded 
as “doing business” for the purpose of registration, liability for income 
tax may nevertheless be incurred. Accordingly, the internal auditor 
should prepare a list of all offices and other business locations main- 
tained by the company for the purpose of reviewing with the Tax Man- 
ager, the possible liability for state income taxes, gross receipts taxes, 
sales and use taxes, and similar levies. 


A similar tabulation should be prepared of all inventory locations, 
whether in taxpayers’ own plants, in suppliers’ plants, or consigned to 
customers. Such a survey is necessary to determine if all local personal 
property taxes, gross receipts, sales and use, and income taxes are being 
given attention. 


Finally, the personnel or payroll department should be asked to 
furnish a list of locations at which employees of the company are located. 
This information will be useful in determining if state unemployment 
taxes on such individuals are being reported to the proper state. 


With this background material indicating the precise extent of the 
company’s activities, the auditor is then in a position to request the Tax 
Department to prepare a digest record of all open tax returns, that is, 
a summary of all tax returns previously filed on which the statute of 
limitations has not run. The information to be assembled on this digest 
record would include, for example: 


Jurisdiction California 

Nature of Tax Franchise 

Measure of Tax Net income as allocated and apportioned 
Taxable Period Calendar Year 

Statute of Limitations 3 years from date of filing 


Taxable Periods Closed up 
to and Including: 1947 
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Status of Open Taxable Periods: 1948 1949 1950 
Return Filed 3/15/49 3/15/50 3/15/51 
Tax Paid $1,200. $1,500. $2,000. 
Audited (Yes/No) Yes Pending Pending 
Contingent Liability $500. Nominal Nominal 
Book Provision None None None 
Remarks Protest filed — -—— 


10/15/50 against 
proposed defic- 
iency of $500. 


It might appear that a request for information along the foregoing 
lines would impose an undue burden on the Tax Department; but the 
fact remains that if the records of the Tax Department do not permit a 
ready extraction and compilation of this data, that fact should be com- 
mented upon in the audit report. The maintenance of accurate and com- 
plete records of the current status of every open tax return or tax lia- 
bility is one of the principal functions of a soundly organized depart- 
ment. The failure to keep such records can prove quite as much a source 
of loss to the company as inadequate inventory records. 


Digests should be taken at random and verified by reference to the 
supporting documents found in the files. Here again, a poor filing system 
may permit the internal auditor to suggest means of improvement. Pre- 
sumably, a few returns should be sampled, the working papers reviewed, 
and the computations verified by reference to the books of the company. 
The importance of adequate working papers can hardly be overempha- 
sized. Any serious shortcomings in the preparation and maintenance 
of working papers would also qualify as the basis for appropriate com- 
ment. 


Sound tax administration, in common with every other phase of 
corporate operation, is 9/10 good system and 1/10 inspiration. Many of 
us in tax work will plead, in perfect good faith, that the peculiar nature 
of our work does not lend itself to complete systemization; yet the fact 
remains that we are sometimes unable to see the forest for the trees. The 
internal auditor should undoubtedly be able to suggest many improve- 
ments in operating procedures and record keeping. 


As a general rule it is desirable to keep the backlog of unaudited 
returns to a minimum. On the other hand, it has been our experience 
that, with the exception of the federal income tax returns, audits by state 
and local taxing authorities are conducted on a rather haphazard basis. 
It is probably unnecessary to add that most companies do not actively 
solicit audits by state and local groups. However, in the case of federal 
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income tax returns, and in the case of those state and local returns 
which are audited regularly, it would seem appropriate for the internal 
auditor to make note of any returns on which an audit is past due and 
to suggest to the Tax Department to arrange for an audit at the earliest 
practicable date. 


In view of the exceptional importance of federal income taxes, par- 
ticular care should be taken to maintain accurate up-to-date records 
showing the status of each open case. Some form of tickler file should 
be maintained to show when the statute of limitations will expire, either 
by operation of statute or pursuant to the terms of consents extending 
the statutory periods. Every case should be carefully reviewed before 
the statute is allowed to expire to determine whether or not a precaution- 
ary claim for refund should be filed to protect the company’s interests. 
Frequently a court decision, a retroactive change in the law, or even a 
subsequent development in the company’s own experience may indicate 
a change of treatment in some item in the original return or revenue 
agent’s report. 


The internal auditor should also note whether the Tax Department 
maintains a detailed reconciliation of surplus account as shown by the 
company’s books and as shown in the balance sheet reconstructed by the 
revenue agent in his audit report. Failure to maintain such a detailed 
record may result in the loss of a tax deduction to which the company 
may otherwise have been entitled. 

Turning from federal to state income taxes, we find several addi- 
tional problems. In the first place, if a company’s activities extend be- 
yond one state, there is the problem of apportioning its total income 
among the several states in which it is operating. Ordinarily this is 
done by reference to property, wage and sales ratios. It would seem 
appropriate for the internal auditor to make a test check of these compu- 
tations for the larger states. 

In general, and with relatively minor exceptions, the net income 
subject to allocation is substantially the same as federal tax net income. 
As a result, when federal tax net income is changed upon examination, 
the laws of most states require the filing of “reports of change” in which 
the net increase or decrease in the state income tax is computed. The 
auditor should satisfy himself that such reports of change have been 
filed in all proper cases, and the deficiency paid or overpayment of tax 
recovered. 

Leaving income taxes, let us turn for a moment to real estate and 
tangible personal property taxes. The existence of most assessable 
property should be established by an analysis of the plant and inventory 
accounts. In the case of tangible property taxes, whether real or per- 
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sonal, the auditor should examine actual tax bills at random, noting 
the description of the premises, and multiplying the assessment by the 
tax rate to prove the extension. The failure to take any allowable dis- 
counts would represent a proper exception. 


Whether or not the auditor should attempt to evaluate the reason- 
ableness of the assessment is a matter of independent judgment. Ordin- 
arily, the Tax Department itself should have fairly complete informa- 
tion in its files showing the trend of assessments over recent years, gen- 
eral assessment practices in the locality, and similar information of a 
nature sufficient to indicate that a proper and continuous review is 
being given to the subject. 


The matter of sales and use taxes can prove troublesome. In general, 
the mere maintenance of a sales office or other place of business in a 
locality will make the company amenable to the collection of sales and 
use taxes irrespective of the point of shipment of the merchandise. The 
principal function of the internal auditor here is to satisfy himself that 
the Tax Department is acquainted with its obligations to collect such 
taxes in all appropriate jurisdictions and that appropriate instructions 
have been issued to, and are being carried out by, the billing depart- 
ment. A spot check could very well be made of customers’ invoices for 
a given period of time to ascertain that sales tax is being billed at the 
correct rate or that a valid exemption certificate has been executed and 


filed. 


Water and Sewer Rents, although technically not taxes, are fre- 
quently handled by the Tax Department. Here the audit procedure 
would seem to require that a listing of all ferrule numbers be obtained 
from the plant superintendent. This list should then be compared with 
the records of the Tax Department to see that readings are reasonably 
current and that all minimum and excess charges have been billed and 
paid. The first time this is done it may also be prudent to have a search 
made of the records of the Water Bureau to disclose old arrearages upon 
which interest and penalties may be accruing. 


A thorough analysis of all real estate conveyances and capital 
stock and bond issues should be prepared and the Tax Department 
should be requested to produce evidence of the affixing of the required 
federal, state, and local documentary stamps. 

Payroll taxes fall into two main categories: 

(1) those withheld from the employee such as the F.O.A.B. tax, 
the federal income tax withheld and any local income tax. 


(2) those imposed upon the company such as the F.0.A.B. tax, the 
federal unemployment tax and the various state unemployment taxes. 
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In the majority of cases it will be found that these taxes are with- 
held or accrued, as the case might be, by the payroll department. The 
duties of the Tax Department are largely advisory or custodial, being 
limited to the issuance of operating instructions and the filing and pay- 
ment of the tax returns prepared by the payroll department. It would 
appear that the principal internal audit function here will be performed 
in connection with routine examination of the payroll department. Inso- 
far as the Tax Department is concerned, it would seem that the principal 
objective would be to ascertain that the amounts credited to the respec- 
tive accrued tax accounts have been in due course properly disbursed by 
the Tax Department to the proper taxing authorities. It may also be 
appropriate to make a test check at this point to ascertain that employees 
are being reported to the proper state for unemployment tax purposes. 


Perhaps the most important single function of the internal auditor 
in this particular area is to review the activities of the Tax Department 
in the field of merit rating for state unemployment tax purposes. 


Under merit rating programs, states grant preferential unemploy- 
ment tax rates to companies with records of stable employment. These 
rates are ordinarily established for a calendar year, although quarterly 
adjustments may occur in certain states. The internal auditor should 
request the Tax Department to explain the basis for the computation 
of the rates in effect for the period under review. Many states permit the 
making of voluntary contributions for the purpose of securing a lower 
rate. Test checks should be applied to determine that potential tax sav- 
ings have not been lost through failure to make voluntary contributions. 


Although not necessarily a direct function of the Tax Department, 
the auditor may wish to investigate whether or not any internal operat- 
ing procedure has been set up to review all claims for benefits and all 
charges to the employer’s account for benefits paid. It is notorious that 
there are widespread abuses in our state unemployment tax systems, and 
the failure to police benefit payments to former employees may quickly 
be reflected in a higher unemployment tax rate. 


No audit would be complete without a detailed analysis of all 
accrued tax accounts. The balances in those accounts should be verified 
by reference to the digest records previously referred to for the purpose 
of determining if the provisions are inadequate or excessive. A spot 
check should be made to determine if amounts charged have been prop- 
erly applied or disbursed. 


With the vast number of federal, state and local excise. sales and 
use taxes in effect, the internal auditor may also wish to see if any pro- 
cedure has been instituted by which the Tax Department or other auth- 
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orized personnel is responsible for approving all tax charges appearing 
on suppliers’ invoices. Many suppliers’ billing departments seem to 
operate on the principle “when in doubt—add tax.” Our own experience 
has been that several thousands of dollars can be saved annually by a 
procedure requiring the accounts payable department to obtain Tax 
Department approval of all tax billings. 


The foregoing is an attempt to outline briefly the type of audit 
which might be made of a corporate Tax Department. In essence, it 
represents an attempt to: 


1. Ascertain the true extent of all known and contingent tax liabili- 
ties, and to determine whether the books of account properly reflect the 
facts. 


2. An analysis and test check of all accrued tax accounts. 


3. An evaluation of the systems, operating procedures, controls, 
records, and files maintained by the Tax Department from the stand- 
point of adequacy, accuracy, and the maximum safeguard of the com- 
pany’s interests. 


Whether or not the auditor will readily detect errors in principle 
in the preparation of tax returns is largely a matter of individual train- 
ing and experience. Quite naturally the auditor can hardly be expected 
to be familiar with the nuances of the methods of allocating income for 
state income tax purposes in some 10 or 15 jurisdictions, nor the latest 
edicts of the Supreme Court with respect to the application of intangible 
personal property taxes on the receivables of a foreign corporation doing 
business in Ohio. Nor can the auditor expect to disprove readily the Tax 
Manager’s estimate that the audit of the 1948 federal income tax return 
may be expected to result in a deficiency of between $50,000. and 


$75,000. 


The field of taxation is as equally specialized as that of internal 
auditing. Just as the staff of a corporate Tax Department would find it 
difficult to inaugurate an internal audit program, so will the internal 
auditor find initial difficulty in grasping and coping with the problems 
presented by an audit of the Tax Department. We do not believe that 
the internal auditor should be charged with or assume the responsibility 
to attempt to review the preparation of actual tax returns or the settle- 
ment of tax disputes, except from the standpoint of mathematical accur- 
acy or palpable error. Notwithstanding this, there is a very large area 
in which the internal auditor may properly exercise his normal internal 
auditing functions, both in the best interests of the company and towards 
the more effective administration of the corporate Tax Department. 








COORDINATION OF 
INTERNAL AND EXTERNAL AUDITING* 


By ARTHUR C. DECHENE 
Manager, Price, Waterhouse & Co., Washington, D. C. 


and 


GEORGE LEE 


Auditor, Potomac Electric Power Company 


At the time Tue Instirutre or INTERNAL Auptitrors was formed 
more than ten years ago, coordination of the work of internal auditors 
and public accountants was one of the first topics of discussion. Con- 
tinuation of the discussion since that time has brought a better under- 
standing of the relationship between the two professions, but many 
members of both groups believe that more progress in this direction is 
needed. 


A PUBLIC ACCOUNTANT'S VIEWPOINT 
ARTHUR C. DECHENE 


HE continuing expansion in the size and complexity of industry has 
brought with it a growing recognition of the importance of internal 
auditing. The Statement of the Responsibilities of the Internal Auditor 
adopted by Tue INnstirute or INTERNAL Auptrors in 1947, defines or 
explains the nature of internal auditing as “the independent appraisal 
activity within an organization for the review of the accounting, finan- 
cial, and other operations as a basis for protective and constructive ser- 
vice to management. It is a type of control which functions by measur- 
ing and evaluating the effectiveness of other types of control. It deals 
primarily with accounting and financial matters but it may also proper- 
ly deal with matters of an operating nature.” This statement indicates 
that internal auditors and external auditors or public accountants differ, 
basically, in only two respects, namely (1) in degree of independence, 
and (2) in the scope of their responsibility. The public accountant is 
independent of management and his responsibility as an expert on 
accounting principles and auditing extends to third parties. 





*Papers delivered at a meeting of the Washington, D. C. Chapter. 
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The mutual characteristic of independence forms the basis for 
coordination of the work of the internal auditor and the public account- 
ant. 


The internal audit staff of an organization is an important part of 
its system of internal check and accounting control. The independence, 
competence and scope of work of the internal audit staff are appraised 
by the outside auditor in evaluating the effectiveness of the system as 
a whole. The conclusions reached in evaluating the system determine 
the type and extent of the auditing procedures which are carried out by 
the public accountant as a basis for his opinion that the financial state- 
ments under examination present fairly the financial position and re- 
sults of operation in conformity with generally accepted principles of 
accounting consistently applied. 


The outside auditor will utilize to advantage all auditing carried out 
by an internal audit staff directed by a qualified internal auditor who 
is independent or semi-independent of line accounting officials. To assure 
maximum utility of auditing done internally, the outside auditor will 
offer suggestions to aid the internal auditor in determining the scope 
of his tests and in directing, performing and timing his work. Good 
working relationships and discussions on a continuing basis are essential. 
Cooperative planning in advance is required to utilize the maximum 
capabilities of the internal audit staff and to avoid duplication of work. 


In keeping with the over-all objective of internal auditing, namely, 
to assist management in achieving efficient administration, the public 
accountant will usually recommend that the work of the internal audit 
staff be directed toward ascertaining that prescribed or acceptable 
accounting procedures are in fact being followed with respect to mass 
transactions, such as the following: 


Accounting for cash collections in businesses receiving a large part 
of their income in the form of currency and coin 

Billing and accounting for sales made on open account, including 
circularization of customers 

Accounting for advertising sales by newspapers and magazines by 
tracing of ads to rate schedules and accounts receivable 
records 

Observation of physical inventories, counting and reconciling physi- 
cal quantities with records, and checking prices and extensions 

Accounting for salaries and wages; timekeeping, rates, engagement 
and release, vacations, account distribution, payoff; war bonds, 
social security and income tax witholding 

Bank reconciliations 

Flow of vouchers payable; purchase orders, receiving reports, audit, 
approvals, check signing and mailing 
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Other assignments which are suited to internal auditors are: 
Surprise cash and ticket counts 


Surprise special or over-all examinations of procedures and records 
at outlying branches and subsidiaries 


Follow-up in cases where minor irregularities have come to light, 
and 


Examination of expenditures on cost-plus contracts. 


Much of my work consists of examinations of accounts and finan- 
cial statements of branches and subsidiaries of companies whose home 
office accounts are examined by other offices of the firm. In some cases 
internal auditors from the home office of the client carry out work at 
the branches and subsidiaries early in the period under examination. 
Our various offices keep us informed regarding prospective visits of 
internal auditors to branches in this area and we ordinarily arrange for 
a conference with them before their work is undertaken. At such con- 
ferences a general understanding is had of the work to be carried out 
and arrangements are made to have certain schedules furnished to us, 
together with a copy of the internal auditor’s report and supporting 
working papers, before our work is undertaken. After review of such 
data, we plan our work program, giving due weight to work done by the 
internal auditors. 


The internal auditor verifies transactions and measures and evalu- 
ates internal check in the same general manner as the public account- 
ant, namely, by testing a representative number of transactions. If the 
tests are made by qualified personnel there is no reason, professional or 
otherwise, why the public accountant should not rely on them if he has 
taken appropriate steps to satisfy himself that they were in fact carried 
out and has made supplementary tests confirming the internal auditor’s 
findings. The supplementary tests made by the public accountant will 
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ordinarily cover different periods and may well be of a different type 
than those used by the internal auditors. 


The internal auditor should recognize the necessity for timely com- 
pletion of the more important phases of his program so that the public 
accountant may enlarge or curtail the scope of his own work accord- 
ingly in ample time to consider results before his report is required. As 
the internal auditor completes each phase of his work, a copy of his 
report thereon should be given to the outside auditor. To be of maximum 
value to the public accountant the internal auditor’s reports should 
include: 

A summary of the scope of the work carried out and a reference to 

the detail audit program followed 

A summary of findings, and 

Recommendations for improvement of procedures. 


Generally, there is a natural hesitancy on the part of management 
to change routines and procedures, particularly when suggested revisions 
involve broad realignment affecting more than one department. The 
cooperation of the internal and outside auditors in considering indicated 
weaknesses in the system, in working out practicable revisions and in 
pressing for their adoption, is the most effective means I know of obtain- 
ing improvements in internal check and accounting control. 


There is a tendency on the part of management to cover admitted 
weaknesses in the system by the extension of detail internal auditing. 
The alert internal auditor will recognize that a fundamentally good 
system is better than any amount of detail checking. Accordingly, he 
should avoid being placed in positions requiring the carrying out of work 
recognized as properly belonging in the line accounting organization, 
and should direct his efforts toward establishing a sound system and 
seeing that it is followed. In my opinion, that is the way the internal 
auditor can be of maximum usefulness to his organization and to the 
public accountant. 


AN INTERNAL AUDITOR'S VIEWPOINT 
GEORGE LEE 


Webster states that coordination means to bring into common 
action. There seem to be few other fields of activity that require more 
common action than that of internal and external auditing. Indeed, 
in nearly everything we do we should be constantly thinking of the 
interest of each other. 


BASIC DIFFERENCE BETWEEN INTERNAL AND EXTERNAL AUDITING 


Although we have common interests, our main objectives differ in 
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some respects. An internal auditor naturally has the feeling of being 
an actual working part of his company since he is a company employee 
and is on the regular payroll. Company interest is his theme song. Con- 
structive service to his company is a headline in any program. He has 
the feeling of being a member of one big family, and this intimate rela- 
tionship continues to grow over the years as he becomes better acquaint- 
ed with his company. 


The internal auditor has to know and practice the art of dealing 
with people. The public accountant has to be tactful too, but possibly to 
a lesser extent. The internal auditor has to create a congenial atmosphere 
within his company because he will have to live with it every working 
day during his career. 


The public accountant is also interested in his client’s affairs and 
well being, but his interest is somewhat different and goes a little fur- 
ther. The public accountant, as the name suggests, has a public responsi- 
bility to stockholders, bond holders, banks, S.E.C., etc. In the case of 
bank audits, the depositors rely on a good audit for the protection of 
their interest. The policyholders are interested in a good audit of insur- 
ance companies. The public accountant has to certify as to the correct- 
ness of financial statements and such certification may be relied upon 
by or might affect any number of third parties as well as the public at 
large. Since the certification of the company’s financial data is usually 
his major product it is natural that his efforts will be directed toward 
the protection of the responsibility which he assumes. 


INTERNAL AUDITOR'S APPROACH THROUGHOUT THE YEAR 
DIFFERS FROM PUBLIC ACCOUNTANT'S 


While performing audits throughout the year, internal auditors are 
generally not so much concerned with the balance sheet or profit and 
loss statement. We use, as controls, balance sheet accounts such as 
accounts receivable, vouchers payable, customers deposits, or payroll, 
and build our audit around these accounts, but proving the balances in 
these accounts is only a minor part of our audits. In addition to tracing 
source items to the general ledger accounts and thus proving entries 
therein, we are mainly concerned with ascertaining that our company 
has received all revenues that it has earned; determining that expendi- 
tures are proper and, in some cases, whether the money was spent wise- 
ly; determining that internal control and accounting procedures are 
adequate, functioning as established, and economically devised. For 
example, in an audit of payrolls, we are more concerned with verifying 
rates of pay, or making an on-the-job check of employees to guard 
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against payroll padding than we are with seeing that the accrued payroll 
is properly recorded as a liability or even that it is properly distributed 
to the various jobs and accounts. The recording of the accrued payroll 
or the distribution of charges basically has nothing to do with the actual 
spending of the company’s money. As internal auditors, we ask our- 
selves one pertinent question: Did the company actually receive efficient 
and productive service for the payroll expenditures and were the rates 
of pay authorized? 


Another example which we have in the public utility industry is 
the auditing of large expenditures under cost-plus construction contracts. 
In such audits, the internal auditor is not much concerned with the 
recording of the estimated liability for services received under these 
contracts. However, he is vitally interested in whether expenditures 
were made in accordance with the terms of the contract. Therefore a large 
amount of time is spent in auditing records at the contractor’s home 
offices, which sometimes pays dividends in substantial refunds for over- 
charges. The public accountant generally would not have the time avail- 
able to perform this type of service for his client, nor would he be as 
familiar with all of the circumstances. 


CLOSE COORDINATION AND AUDITING COSTS 


Both for the sake of better internal control and auditing economy, 
we as internal auditors should be independent and unrestricted in every 
phase of our work, except that we should not operate too independently 
of the public accountants. If we operate entirely apart from them, un- 
necessary duplication and overlapping of auditing functions will result. 
We should be auditing-cost conscious. !s the company spending too much 
money on auditing? Does the value derived therefrom measure up to 
the cost? Are all auditing activities being coordinated in such a manner 
as to assure receiving real productive service for the money spent? Every 
step in our internal auditing programs should be carefully studied and 
we should be able to answer in the affirmative the question: “Will any- 
thing, tangible or intangible, be accomplished by performing this step?” 
If the answer is negative, it should be omitted from our program. Of 
course, one of the most difficult questions for either the internal or ex- 
ternal auditor to answer is “How much auditing is enough?” Moreover, 
how can we measure the intangible benefits that could result from any 
auditing activity? Such a problem can never be completely solved nor 
can we devise a perfect auditing program, but the programs can be 
improved from year to year even though we must experiment to some 
extent at first. Accounting is not an exact science—neither is internal 
nor external auditing. 
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In audits of mass accounts receivable such as we have in the public 
utility industry, the internal audit department can perform a very pro- 
ductive service to its company. In many of the large utility companies 
the individual accounts of customers number well into hundreds of 
thousands. If the public accountant will accept to a large extent the 
work done by the internal auditor on this mass of detail, he will then 
probably make no more than a limited review of these records, but, we 
can only expect the public accountant to accept our work to the extent 
of his confidence in us. This should be a challenge to be on our toes and 
keep improving our programs. In audits such as the mass accounts re- 
ceivable records, the internal auditor would at any rate have time to 
go into more detail than the public accountant. He can dig the well 
much deeper and go further behind the paper records. For example he 
might even read some meters, or make field checks to see whether there 
is unauthorized use of the company’s service. 


RENDERING DIRECT ASSISTANCE TO THE PUBLIC ACCOUNTANT 


A great deal of assistance can be rendered to the public accountant 
in preparing most of his detailed schedules and analyses, performing 
special investigations where a mass of detail is involved in certain 
accounts, assisting in inventory counts, helping the juniors to find their 
way around through the organization, answering or getting answers 
to questions, and supplying information. It is to the internal auditor's 
best interest and his company’s benefit to help the public accountant in 
any way possible so long as the public accountant does sufficient testing 
to retain his independent status. As internal auditors, we should always 
show our willingness to perform any work we are asked to do by the 
public accountants. Such assistance should not only reduce the amount 
of fee but also offers excellent training for our newer staff members. 


PROGRAMS ON A JOINT, PARTICIPATION BASIS 


Some programs under certain circumstances may be entered into 
jointly; such as counting cash where a large number of cash registers are 
involved at one location, confirming accounts receivable, or taking 
inventories. In some instances, joint audits may be necessary due to a 
shortage of auditors at a specified time. The controlling responsibility 
for the audit may be assigned to either party, but it should be definitely 
fixed with one of them. 


Each time the internal auditor is to perform a cash count, he may 
notify the public accountant and give him an opportunity to participate 
therein. In many cases this would relieve the public accountant of mak- 
ing a separate count of his own. This sort of joint cash program has the 
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added advantage of curtailing the number of audits during the year, 
thereby causing less disturbance and interruptions to current work 
such as waiting on customers at the counter. In audits such as this we 
should be very conscious of maintaining not only good customer rela- 
tions but also good employee relations. Employee efficiency may be 
somewhat adversely affected by too many interruptions in the usual 
routine. 


Audits participated in jointly by the public accountant and internal 
auditor will not be practicable under all circumstances. Some internal 
auditors do not favor such joint audits .They prefer that the internal 
auditor perform his full program first, and then the public accountant 
will either accept or do a small amount of test checking of his work. 
This viewpoint may be entirely justified under some conditions. 


CLOSE COORDINATION AT THE YEAR-END PEAK PERIOD 


At the year end especially we should keep in close contact with the 
public accountants. We should make certain that they review our pro- 
grams and advise us as to their preference regarding audits to be per- 
formed. We should look to them to appraise our work and offer us con- 
structive suggestions for improving our programs. Sometimes we need to 
consult with them or may even need their active participation in writ- 
ing internal audit programs. Our reports and working papers should be 
well written and in good order for their review and comments. We 
should at all times keep them informed of major deviations from estab- 
lished procedures, particularly if such deviations have an adverse effect 
on internal control. 


At the year end, we should concentrate our attention on reliability 
of the annual financial statements. If we are aware of conditions that 
would materially affect them, it is our duty as internal auditors to bring 
such matters to the attention of the public accountants. Of course, we 
should first bring all our findings and recommendations to the attention 
of our management, but there may be instances where compliance with 
our recommendations is still in process at the year-end date. In these 
instances, the public accountants can give added weight to our recom- 
mendations if, as outside professional appraisers, they are in agreement 
with them. 


BALANCE SHEET ACCOUNTS ON WHICH THE INTERNAL AUDITOR 
MAY PERFORM NO AUDITING 


Every company has balance sheet accounts which have relatively 
little activity or are of such a nature that they will be checked com- 
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pletely by the public accountants. On such accounts, we may do little 
more than assist the public accountants by preparing schedules and 
analyses, because it would be unnecessary duplication. For example, 
where investments in bonds or stocks is a minor balance sheet item 
and we know that the public accountants will visit the safe deposit box 
to make a count at least once each year, nothing is gained by the internal 
auditor making another independent count. Such a count would be bet- 
ter on a joint, participation basis 


CONCLUSION 


The first consideration for better coordination of internal and 
external auditing is an awareness of the common interests but differing 
objectives of the two kinds of auditing by both auditing groups and also 
by management itself. Once these are understood, the particular methods 
of coordination can be considered, experimented with, and applied in 
the most effective fashion. We as internal auditors are engaged in a rela- 
tively new profession. We need the whole-hearted support and help of 
the public accountants, and they in turn need our assistance. 





An alibi is first cousin to an excuse, and they’re both mighty poor 
relations! 
—Illinois Central Magazine. 
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MANAGEMENT CONTROLS VERSUS INTERNAL CONTROLS 


8 lagers has existed for some time a considerable degree of confusion 
between internal control and internal check. The line of demarca- 
tion has never been clear cut; both the student and young auditor have 
a very difficult time in grasping the fundamental distinction and the 
line of demarcation between the two terms. This is due mostly to the 
fact that internal control has been accepted as encompassing the broader 
forms of management control whereas internal check has been consid- 
ered as denoting strictly those procedures which effect automatic check 
of clerical activities and provide also a degree of fraud prevention assur- 
ance. Where one levels off and the other begins is a sort of nebulous 
no-man’s land with either type of control tending to encroach on the 
other in the minds of students, and possibly most of us. 


Obviously, any form of administrative control which originates 
within an organization is an internal control. It has to come from within. 
However, those forms of control which are used for effective and in- 
formed administration of the business are known in this day of scientific 
management as management controls; not internal controls. This nom- 
enclature is accepted generally and is unquestionably more descriptive 
of the functions than the term internal control. That leaves us with the 
terms internal control and internal check as synonomous and of the two 
it would seem that internal control is more descriptive than internal 


check. 


The future will undoubtedly see a distinct cleavage in the general 
use of the two terms with management control defined as embracing 
the five elements of: 

(a) Objectives; 

(b) Organization; policies and procedures; 

(c) Premises and Planning; 


(d) Standards; 
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(e) Appraisal or evaluation of results; (By the way, internal audit- 
ing is the principal tool of this type of control.) 


and internal controls defined as a possible element of any of the manage- 
ment controls which is provided to prevent or detect errors and fraud. 


Specifically, internal control is that part of the system which calls 
for: 


(a) Subdividing or allocating work, organizationally, in such a 
manner that no one person has sole control over any trans- 
action, asset, or the records to account therefore; 

(b) Establishing the flow of work so that one employee acting inde- 
pendently automatically verifies the work of another and helps 
carry the work forward to a logical conclusion without dupli- 
cating unnecessarily work already performed; and 

(c) Providing physical and mechanical facilities of such a char- 
acter and nature that the accuracy of the work performed by 
employees is increased automatically. 


Under these descriptive definitions the word internal check would 
practically disappear from the vocabulary of business terms except pos- 
sibly where it is used in lieu of internal control. 





CASE PROBLEM IN 
CONTROL OF WRITTEN-OFF ACCOUNTS RECEIVABLE 
ESOTERIC BOOK CLUB 


The Esoteric Book Club ships a selected volume each month to each 
of its 15,000 subscribers, enclosing an invoice with each shipment. 
General policy is to permit delinquency up to ninety days; this means 
that charges for three selections will be unpaid on an account before 
shipments are suspended. Credit procedure provides for a series of col- 
lection letters. After one hundred twenty days, accounts which have not 
responded to the collection letters are turned over to a collection agency. 


The management follows a conservative policy of writing off 
against income all accounts which have been assigned to the collection 
agency, even though a considerable number are collected subsequent 
to this write-off. Accounting procedure does not provide for any control 
over written-off accounts, and amounts which are recovered are credited 
directly to income. Written-off accounts are transferred to a memo 
ledger. When collections are received on these accounts, the gross 
amount is credited to sales, with contra-charges to cash and collection 
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fee expense. Many collections come directly to the credit manager and 
some are in currency, checks, endorsed in blank and stamps. 


Your internal audit of accounts receivable and credit operations 
have disclosed that the general policies and procedures are being fol- 
lowed as described. You find no evidence of any mishandling and have 
no reason to suspect any careless or fraudulent operation. As a part 
of your audit program, you mail verification letters to a cross-section of 
the written-off accounts and receive no negative responses. 


Despite the lack of any unfavorable findings, you believe that the 
existing plan offers an opportunity for fraud and recommend a plan 
to provide better control. What is the flaw in the existing plan, and what 
recommendation would you suggest? (The recommended plan should 
not affect the present conservative policy on write-offs.) 


Eprror’s Nore: While this problem is cited in connection with a book 
club, it is descriptive of a situation that could exist in 
any number of concerns. To be of most value, it is sug- 
gested that the reader develop his own answer before 
consulting the comments and solution which will be 
found at the end of the Student’s Section. 


INTERNAL CONTROL AND MANAGEMENT* 


By D. S. KENNEDY, President 
Oklahoma Gas and Electric Co. 


One Monday morning recently, my mail contained three brochures 
from three different organizations. One came from an industrial psy- 
chologist-auditor; another came from a personnel audit firm; the third 
came from a management audit organization. 


Since the three somewhat related advertisements arrived on the 
same day, I was drawn into a consideration of their common subject. 
The obvious conclusion would, of course, be that there must be a great 
deal of work being done in that field at the present time. 


One interesting observation I might make was that all three of the 
firms went to some length to assure prospective clients that they had 
used the word “audit” incidentally in their names and that they had 
no interest in accounting nor would they wish to have their function 





*Presented at the Internal Control Clinic sponsored by the Oklahoma City Chapters of 
The Oklahoma Society of C.P.A.’s and The Intstitute of Internal Auditors. 
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confused with that of accounting. You would believe, almost, that they 
felt that there was some stigma attached to the word “accountant”. 


The September issue of The Controller contains an article “The 
Management Audit Comes of Age”. The first two paragraphs of this 
article embrace some thoughts that I believe to be worth including here. 


“The independent accounting audit is of comparatively modern 
origin in the history of business enterprise. Even more modern but 
fully as important a development, is the management audit. It is one 
of the newer devices of business management to insure progress. 


“While the accounting audit looks backward into the accounting 
transactions that have already taken place the management audit looks 
forward. It is concerned with ways and méans of improving future 
business operations. It is not concerned with past malfeasances and mis- 
feasances; nor necessarily with past results. It is distinctly constructive 
in concept. It aims to insure better results—to assist management in 
bettering the position of business.” 


This summarizes the modern viewpoint of management as relates 
to an expanded phase of internal audit and control; that is, an emphasis 
on future planning rather than on past performance. 


Since in a large organization, management is not able to exercise 
personal supervision over the conduct of its operations, it seems to me 
that it becomes not only advisable but mandatory that management seek 
a broader program of internal control and audit as the best possible sub- 
stitute for such personal contact and supervision. 


Internal control might be defined as a system of organizational pro- 
cedures and practices under written instruction which tend to detect and 
prevent mistakes and misstatements of facts, whether accidental or 
fraudulent in nature. It is, perhaps, of greater importance that an effec- 
tive program of internal control should detect such errors as they occur 
and not at some later date when damage has already been done to the 
financial condition of an organization or to the reputation or life of an 
employee. 


Perhaps we should define the purpose of internal control and audit 
from the viewpoint of management. Just what is it that management 
expects as a result of the efforts of the accounting section of any organ- 
ization which is charged with the responsibility of the internal control? 
First, it expects a verification of the accuracy, both arithmetical and 
theoretical, of the final statements presented to it periodically. It expects 
assurance that the end results disclosed by the income statement and 
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the condition at the end of any period as reflected by the balance sheet 
will reflect conditions which are as nearly accurate on both current and 
comparative bases as is possible. 


This first requirement is, however, not the sole nor even primary 
responsibility of the internal auditing staff, but to a large degree a 
responsibility of the certified public accountant employed to make the 
annual audit and periodic audits for financing and other purposes. In 
this connection, it is becoming more and more a practice for the internal 
auditor and certified public accountant to work hand in hand in this 
phase of responsibility, each using the other’s audit papers and reports 
in an effort to avoid as much duplication of effort and expense as is rea- 
sonable and practicable in maintaining the integrity of the separate 
approaches. This then is the first requirement of management. 


Secondly, management expects to be assured that the accounting 
procedures, as promulgated by the controller or general auditor, are 
being followed uniformily and consistently. In most instances, manage- 
ment has had a hand in the approval of, and in many cases the develop- 
ment of, accounting procedures and the forms used in order to accumu- 
late data to provide a clear and realistic picture of financial and statistical 
conditions and is, therefore, vitally concerned in seeing tha instructions 
are faithfully observed so that valid comparisons from period to period 
will be reflected. 


In some few instances, we have all, doubtless, encountered some 
organizations which have terminated their requirements with the veri- 
fication of balance sheet accounts. In many more, too, we have observed 
that the verification of accounts and observance of issued instructions 
appear to satisfy such requirements. 


It is my belief, however, that it is becoming more and more recog- 
nized that internal auditing can no longer stop here, more especially in 
larger organizations, if management is to continue to receive an accur- 
ate picture of Company conditions and plan future improvements intel- 
ligently. As a result, the internal auditing staff is being given greater 
latitude and charged with greater responsibility in the constructive field 
in addition to the role it plays in the protective field, and as a result 
verification and initiative are placed on an almost equal footing. This 
expansion of activity provides management in a large organization with 
a contact with isolated properties and personnel which would otherwise 
be more or less sketchy in many instances and entirely non-existent in 
others. It might be well to mention here some of the newer responsibili- 
ties of the internal auditor. 
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The origination and development of improvements in accounting 
systems, procedures, records, forms and periodic reports to management 
in an effort to provide management with information bearing on future 
economies might well be a primary objective of the internal audit staff. 


An appraisal of personnel of both accounting and other departments 
of the organization as to initiative, efficiency, capability and limitations, 
and their ability to work with other people is always of vital interest 
to management who must ultimately make decisions in personnel 
changes. An appraisal of the personal appearance and habits of per- 
sonnel as well as comments concerning general morale and employee 
relations within and outside of the accounting department, and the 
impression that the public may receive as a result of contacts with the 
personnel or in visits to the Company’s properties would be of definite 
benefit and assistance to management in making such changes. 


A survey of condition of physical properties, both accounting and 
other, and recommendations with reference to the purchase and utiliza- 
tion of additional accounting machines, furniture and other equipment 
is always of interest to management. 


In many instances the internal auditor is charged with special and 
emergency assignments in matters both within the Company and, also, 
in outside activities such as community funds, other civic enterprises, 
and examinations and comparisons of activities of companies compar- 
able with his own. 


A report on the observance of general Company policies developed 
and issued by management is of utmost importance. To be of most value, 
the reports should comment not only on the adherence to policy but also 
make suggestions as to possible revision of such policies as a result of the 
auditor’s personal observation on the spot. 


These additional responsibilities are by no means to be considered 
as all-inclusive nor, on the other hand, as absolutely necessary or advis- 
able in all organizations. It is our impression, however, that in many 
large organizations, at least, most of these additional phases will become 
of greater importance within the next few years. With these additional 
duties in mind, it would seem that the qualifications of the internal 
auditor are becoming more and more exacting than has been true in the 
past. The ideal internal auditor under this expanded program will hence- 
forth require considerable accounting knowledge and experience in the 
type of industry conducted by his employer as well as a thorough 
knowledge of the Company’s general policies and accounting procedures. 
He must possess an investigative and initiative personality and he must 
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be capable of and willing to get along easily with other people and in- 
spire their confidence rather than their suspicion. 


He must be progressive to the end of recognizing where improve- 
ments are needed and possess the ability to formulate and develop better 
methods of doing things. Most important of all, he must have the stamina 
and desire to labor long and unceasingly in order to achieve his expanded 
objective. 


Such expanded activities of the internal auditor and his staff not 
only would seem to require a highly intelligent man, but it is also becom- 
ing more apparent that a broader training in his duties will be required. 
This is generally being accomplished through two major channels: 


First, by a planned and predetermined training course for the 
internal auditing staff and secondly through periodic meetings of the 
internal auditing staff, both resident and traveling auditors, for the pur- 
pose of discussing various problems, reviewing the effectiveness of pro- 
grams and procedures in the past, and the development of greater safe- 
guards and more effective internal control as a result of the collective 
experience of this entire group. At such meetings, the top officers of 
the organization are always invited to attend whatever portion of such 
conference they may care to and to comment on any of the short-com- 
ings of the program currently in effect as well as to inject any original 
ideas of their own. 


Needless to say, it is seldom that one encounters all of the above 
traits and abilities in any one man for, as we mentioned above, these 
are the qualifications for the ideal internal auditor. Frequently, how- 
ever, a combination of two or three men well selected on an audit team 
will provide most if not all of these requirements. 


An important part of the Certified Public Accountant’s annual 
examination of any organization should be a review and analysis of the 
scope, objectives and results of the program carried on by the internal 
audit staff. Such a report might be developed by personal interview with 
the internal audit staff, examinations of its reports and working sched- 
ules and survey of the results that it has obtained. 


The certified public accountant and internal auditor, although 
they may have distinctly separate approaches, do have one ultimate 
primary objective in common. This is, of course, to provide reasonable 
assurance (through whatever means each may employ) that the opera- 
tions of each organization which they may examine will fairly present 
realistic conditions in published statements or otherwise to the end 
of maintaining sound and justifiable commercial and industrial practices. 
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In our own organization, which is of course the one with whose 
procedures I am most familiar, we have approached the verification and 
procedural phases of the internal control in a two-fold manner. First, 
we maintain a thorough standardization of procedures, forms and in- 
structions for use covering practically all phases of the recording of our 
operations and investments from the receipt of cash to the recording of 
investments. In each of our offices, large or small, a resident auditor 
or accountant or representative is maintained. These men are charged 
individually with the responsibility of supplying to and interpreting 
for accounting personnel all accounting instructions issued from the 
general office, as well as making sure that such instructions are observed 
when issued. These resident accounting representatives are likewise 
charged with the monthly verification of all book entries and reports sub- 
mitted to the general office for consolidation and are required to make 
test checks of various phases of accounting activities such as checking 
of cashiers, verification of petty cash funds, reconcilement of bank 
accounts as well as the control of local purchases and expenditures and 
payroll. In this role, they are constantly urged to suggest better ways 
of doing things as observed from their monthly examinations. 


These representatives are directly responsible to the General Audi- 
tor or Controller. In many organizations, at least a part of these responsi- 
bilities are delegated entirely to the internal auditor and certified public 
accountants, but it has been our experience over the past several years 
that the most effective method of curing fraud, theft and unintentional 
dissipation of the Company’s assets is by preventive methods rather than 
prescribing the medicine after the patient has become ill. Our organiza- 
tional plan has operated well as a preventive medicine for many years; 
and it is interesting to mention in passing that willful theft and dis- 
honesty of any kind have almost entirely disappeared within our own 
organization under this set-up. 


The second major function in our internal control is accomplished 
by the traveling internal auditors. Each office is audited by them at 
least once each year (and sometimes oftener as conditions indicate) 
through a predetermined program which is sufficiently flexible to permit 
more time and greater attention to different aspects of the records and 
procedure in different localities and often varying with different visits 
as the conditions found may dictate. An audit manual and standardized 
working papers for the principal balance sheet accounts have been devel- 
oped for the use of the internal auditors which permit a certain amount 
of latitude in the detail in which each one may be completed. Frankly, I 
do not believe that any static or rigid prescription for internal audit can 
be devised which will produce infallible results, and it has been my ob- 


Student’s Department 75 


servation that in following such pet procedures, important conclusions 
are missed entirely by a too regimented procedure. Furthermore, as all 
of you who are involved in this type of work know, the time consumed 
in an audit is dependent primarily upon the degree of detail in which 
it is made. This degree of detail of internal control and audit are largely 
dependent on four major factors: ; 


The size and geographic location of the organization; the financial 
effect of internal control experienced in cost of operations; the effect of 
internal control on efficiency of operations; and the scope of the annual 
audit of the certified public accountant. 


It is with this thought in mind that we have allowed this latitude 
in preparation of the working papers so that the time at the disposal of 
the traveling auditors can be divided between the verification phase and 
the other phases such as the appraisal of personnel and other such activi- 
ties heretofore not ordinarily included in the formal audit by many 
companies. 


At the conclusion of the audit of each office, a formal written report 
covering the verification and procedural findings is submitted in letter 
form, bound with the working papers, to the General Auditor or Con- 
troller. Following his examination of the written report, an oral report 
of the additional phases of audit heretofore mentioned is made to the 
General Auditor. The General Auditor, who is likewise an officer of the 
Company, passes on to the other officers of the Company any pertinent 
information or recommendations which in his discussion are of con- 
crete value for the betterment of the organization or for the readjust- 
ment of duties or relocation of any of the personnel. It has been surpris- 
ing to us to recognize the many improvements that have been made 
throughout the organization as a result of these oral conferences between 
the traveling auditors and the top management of the Company through 
the medium of the General Auditor. It may be truly said under such a 
system that the internal auditing section is actively assisting manage- 
ment in maintaining and improving the most effective administration 
of the operation of our organization. It is not my purpose to discredit 
or minimize the importance of the balance sheet and procedural phases 
of internal control, but certainly the internal auditor can best justify 
his position in any organization by furthering the interest of his Com- 
pany through the recommending of changes for improvement in the 
various phases of its operations and by suggestions which will result in 
the most effective use of the capabilities of its personnel and physical 
properties. 


It is becoming more and more recognized that management should 
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inform its various department heads and supervisors of the purpose of 
internal control and audit and the authority delegated to the internal 
auditor and his staff to the end of securing a fuller and more intelligent 
cooperation in achieving the results that it desires. Much can still be 
done in this direction to provide more comprehensive and usable results. 


There has been no attempt to recommend rules for audit and control 
procedure from the standpoint of management but it has been our pur- 
pose to suggest a few guides which will provide management with its 
primary requirement resultant from such activities. This requirement is, 
of course, a condensed, dependable summary of activities and conditions 
found with an emphasis on recommendations for more efficient and 
economical operations in the future as respects procedures, personnel, 
property, and public relations. 


INTERNAL AUDITING CHECK LIST (Cont'd.) 


8. Cash disbursements. 
8.1 Ascertain whether checks are pre-numbered by the printer. 
8.2 Make sure that checks are printed on protective paper. 


8.3 What other protective measures are there? Is a check protector 
used? 


8.4 Ascertain whether spoiled or void checks are preserved and 
filed. Are such check numbers recorded in the cash book? 


8.5 Ascertain the practice in respect to re-depositing spoiled checks. 
Is this prohibited? If not, what are the reasons and what con- 
trols are there? 


8.6 Make sure that in those instances where a mechanical check 
signer is used the signature die is accorded adequate control 
in respect to those who may use it and the protection accorded 
it when it is not in use. 


8.7 Examine cancelled checks and compare with the cash disburse- 
ments book for: 
8.71 Amounts and discount. 
8.72 Date to make sure that post-dated checks are not used 
and that no unreasonable lapse of time has occurred 


between the date of the check and the date of bank’s 
cancellation. 


8.8 


8.9 


8.10 


8.11 


8.12 


8.13 
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8.73 Check for proper authorization of signatures. 

8.74 Check for endorsement. 

8.75 Make sure that all checks are properly cancelled. 


8.76 Any items deposited from posting mediums other than 
the cash book. 


Pay special attention to checks which purported to be payable 
to suppliers but which have not gone through supplier’s bank 
account. These checks may have been cashed by other banks or 
payment accomplished through a company’s own petty cash 
account. 


In those instances where more than one signature is required 
on checks, make sure that proper number has been affixed to 
all checks. 


Ascertain whether supporting vouchers are presented to the 
one who signs the checks. 


8.101 Does he scrutinize all supporting papers carefully to 
see that they have been handled in accordance with 
established routines? 


8.102 Are all the supporting records cancelled so as to prevent 
reuse? 


8.103 Make sure that a list of the checks is handed to the 
signing officer together with all the checks and support- 
ing invoices. Does he check off each check against this 
list? Is any use made of this list at the time of bank 
reconciliation? 


8.104 Do procedures provide for having checks mailed out 
without being returned to the accounts payable depart- 
ment or to the voucher clerk who prepared the pay- 
ment? 


8.105 Are payroll checks signed by others than the clerks who 
prepare the payroll? 

Compare checks with bank entries. Trace to lists of outstanding 

checks in details of previous audit. 

Investigate all checks which are outstanding over a normal 


period. 


Ascertain that no checks are signed in blank in advance of 
their need. 






| 
| 





8.14 


8.15 


8.16 


8.17 


8.18 


8.19 


8.20 


8.21 


8.22 


8.23 
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Investigate the practice in respect to drawing checks to the 
order of cash, bearer, or company personnel. If this practice is 
not prohibited, should it be? Make sure that all such items 
are proper. 


Check to see that bank statements are received by someone 
entirely separate from those who record the cash transactions. 
Investigate all checks showing erasures or indistinct endorse- 
ment or other suspicious features. 


Examine entries for disbursements after the close of the period 
for liabilities which were not disclosed on the balance sheet. 


Prove the cash balance by adding all receipts to certified bal- 
ance at end of the previous period and deducting all payments. 


Ascertain that someone other than the person recording cash 
transactions reconciles the bank account. 


Ascertain that bank reconciliations are approved by a respon- 
sible financial officer. 


Make sure that counter-claims are deducted from payments to 
vendors. 


Ascertain whether checks are paid on time so that a minimum 
amount of discount is lost. 


Make sure that all bank accounts are authorized by the board 
of directors. 


Obtain certificates from the bank in respect to: 


8.231 Balance on date of last balance sheet, as well as on date 
of actual audit. 


8.232 Liabilities to the bank on notes or any other direct 
or indirect indebtedness. 


8.233 Contingent liability on endorsements. 
8.234 Securities held as collateral or safekeeping. 
8.235 Items for collection. 


Make sure that transfers of funds between banks are deposited 
promptly in the receiving bank. 


9. Fraud possibilities and prevention. 
Fraup PossIBILitiIes PREVENTION 


9.1 Checks issued on verbal All payments should be based on 
request. approved and verified vouchers. 






































Fraup PossisiLities 


9.2 Forged signatures. 


9.3 Forged checks, whether 
entered in cash book or 
not. 


9.4 Fictitious vouchers. 


9.5 Alteration of paid suppli- 
ers’ invoices so that they 
will be paid again. 


9.6 Authorization of pay- 
ments to settle fictitious 
returns of material or cus- 
tomers’ credit balances. 
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PREVENTION 


Division of the functions of vouch- 
ering, check preparation, cash book 
recording, and signing activities. 


Thorough examination of signa- 
tures at the time of bank reconcili- 
ations. 


Reconciliation of bank balances 
with the cash book by someone 
other than disbursements clerks. 


Division of duties in connection 
with preparation of checks and 
record-keeping. 


Audit of checks paid by bank. 


Division of duties between vouch- 
ering, check preparation, cash book 
entries, and signing activity. 
Mailing of checks by other than 
signer. 

Proper substantiation for all re- 


quests for checks. 


Internal auditors’ investigation. 


Proper cancellation at the time of 
signing respective checks. 


Authority for authorizing such 
payments be delegated strictly to 
the credit department. 


Breakdown of functions between 
sales, recording of sales in receiv- 
ables ledger, and payments. 


Examination of cancelled checks 
for endorsements. 


Separation of signing duties and 
actual mailing of checks. 


| 
| 




















Fraup PossisiLities 


9.7 Kiting. 


9.8 Under-footing or over- 
footing disbursement cash 


book. 


9.9 Unrecorded receipts de- 
posited in bank to cover 
fraudulent checks and al- 
terations in cash book. 


9.10 Substitution of old paid 
checks for current un- 
authorized payments. 
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PREVENTION 


Stipulated periods at which time 
all credit balances will be consid- 


ered by proper authorities for re- 
fund. 


Reconciling all bank accounts at 
once. 


Independent reconciliation of bank 
accounts. 


Adequate internal check proced- 
ures in respect to receipts. 


Surprise reconciliations of bank ac- 
counts. 


Verification of cash book footings 
by other than the cash book clerk. 


Independent review by internal 
auditor. 


Independent reconciliation of bank 
account and associated checks with 


the cash book. 


Individual tracing of checks paid 
by bank to individual entries in 


cash book (on a test basis). 


Inspection of bank perforations on 
cancelled checks. 










COMMENTS AND SOLUTION OF CASE PROBLEM 


The danger in the existing plan lies in the policy of writing off and 
removing from accounting control a considerable number of accounts on 
which collection will be made. The lack of control is a definite invita- 
tion to the credit manager to abstract some of the negotiable collections 
which are received—as this can be done without affecting accounting 
control and with minimum chance of detection. 
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The recommendation is to retain the written-off accounts under 
control by some mechanism such as is described below: 


1. 


When accounts are to be written off, they should be transferred 
to a “written-off” accounts receivable section. At the same time, 
journal entry would be made to charge income and credit a 
reserve account with the total amount of the written-off 
accounts. 


Collections received on written-off accounts would be credited 
in total to the separate ledger, with contra-charge to collection 
expense for fees withheld by the collection agency. 


At the end of each month, the total of gross collections credited 
in the separate ledger (as determined from control postings) 
would be charged to the reserve account and credited to income. 


When accounts were finally reported as definitely uncollectible 
by the collection agency, a separate entry would be prepared 
for the approval of the treasurer, listing names and amounts te 
be written off. The gross total would be charged to the reserve 
account and the ledger records would be transferred to a “dead” 


file. 


It will be seen that this plan will keep the accounts under account- 
ing control until hope of collection has been abandoned. The result is 
that the attention of the treasurer and the internal auditor can be con- 
centrated upon the hopeless accounts, in considering any possible oppor- 
tunities for fraud. A further advantage is that the writing-off would be 
based upon definite notice from the outside collection agency. 





If you don’t claim too much intelligence, people will give you credit 


for more than you have. 





—ANON 
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ARTICLES OF INTEREST 
TO INTERNAL AUDITORS 
BRUNO VOLLPRECHT, Assistant Editor, directs 


attention to the following Articles of Interest 


Industrial Internal Auditing 
W. A. WALKER and W. R. DAVIES 
Published by the McGraw-Hill Book Company, Inc 


The authors of this text book on the subject of internal auditing are 
both affiliated with the United States Steel Company: Mr. W. A 
Walker holds the position of Vice President-Accounting; Mr. W. R. 
Davies is Director of the Audit Division. Mr. Davies is a member 
of Tue Instrrure or InTerNaL Auprirors while Mr. Walker is a 
former member of Tue Instirure and former president of the 
Pittsburgh Chapter. 


The volume deals with the principles and practices of internal aud- 
iting as they might be applied in an industrial company. At the out- 
set, the authors discuss the nature, the objectives, and the scope of 
internal auditing. Consideration is then given to the objectives of the 
systems of internal check and control with emphasis on the require- 
ments and adequacy thereof. Next, the authors deal with the sub- 
ject of fraud: they cite cases stressing the weaknesses in the sys- 
tems which made the fraud possible together with methods used 
by embezzlers. 


By far, the greater part of this book is devoted to descriptions of 
functional audits: the internal auditor’s approach and his procedures 
in auditing the various functions of a business. The scope and con- 
tent of such audits are discussed with reference to the modern man- 
agement type of internal auditing. The planning and preparing for 
the audit is outlined as are the requisites of the internal auditor’s 
report. 


A noteworthy feature of this book are the case problems in internal 
auditing presented in the appendix. These are case histories which 
were selected by the authors to illustrate internal auditing in action. 
The solution of the first problem illustrating the application of the 
principles of internal auditing discussed in the text is given. THE 
INnst1TUTE welcomes this important addition to the literature of 
internal auditing. 


(329 Pages—Price $5.00) 


Roadblocks in the Path of Accounting 
PERCIVAL F. BRUNDAGE, Senior Partner: Price, Waterhouse & 
Company 


Published in the Harvard Business Review, September 1951. 


The editor states that Mr. Brundage’s article is based on the second 
of the author’s Dickinson’s Lectures (1951) before the Harvard 
Graduate School of Business Administration; the first, entitled, 
“Milestones on the Path of Accounting” appeared i in the July i issue 
of the “Business Review”. 
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In this second article, Mr. Brundage is concerned with several 
obstacles, or roadblocks, in the path of accounting; how these may 
be circumvented, or cleared away; and what direction or directions, 
the path will take. Each problem, largely one of accounting treat- 
ment or procedure, is discussed in the light of the theory involved 
and in the attempt to obtain a more realistic reporting approach. 


By far and large, the author gives utmost consideration to the im- 
portant problem of the monetary obstacle: the medium in which 
figures are expressed in financial statements; and secondly, the core 
of the problem, how to account for and to reflect changing price 
levels. He discusses the contrasting views of the accountant and the 
economist as to business income and how business income should 
be measured. Lastly, the principles and uses of the Lifo method are 
stressed together with the wider extension of the Lifo principle to 
plant accounting. 


Next, the author deals with the effects of taxation upon the account- 
ing for a transaction. He points out how some of the provisions in 
the tax law have influenced business decisions and accounting poli- 
cies. To illustrate, he cites procedures to be followed in order to 
obtain tax deductions when a company adopts the Lifo plan or un- 
dertakes an old age pension plan. 


Continuing, the author discusses briefly some other challenging 
aspects of accounting; namely, the wide-spread misconceptions about 
financial statements which exist today, the difficulties arising out of 
government-regulated accounting and, lastly, the natural conserva- 
tism of accountants. Each problem is described by concrete exam- 
ples; and, ways to overcome it are indicated. 


In this comprehensive article, the author has appraised further 
the subject of accounting: he has enumerated some of its challeng- 
ing problems and what can be done to overcome them. In so doing, 
he offers a stimulating and provocative paper of interest to all 
members of the accounting and auditing profession. 


The Expanding Field of Internal Auditing 


WALTER B. MEIGS, Associate Professor, University of Southern 


California 
Published in The Accounting Review, October 1951. 


In this interesting article, Dr. Meigs discusses the change in objec- 
tives and the expansion of activities described as internal auditing. 
Quoting from the “Statement of Responsibilities of the Internal 
Auditor,” issued in 1947 by Tue Instirute or INTERNAL AvupiTors, 
the author defines the nature of internal auditing. He compares the 
modern concept of internal auditing with the one in vogue ten to 
fifteen years ago as it was applied to the work of the audit clerk and 
the traveling auditor. Furthermore, the author points up the fact 
that the development of present day internal auditing may well 
have had its beginnings in the work of the traveling audtior as a 
representative of the company’s home office. 


During the last decade, the author states, internal auditing has be- 
come recognized as a significant factor in the efficient administration 
of a business enterprise. Tue Instirute or INTERNAL AvupITorRs 
through its publications has done much to further the interests of 
the profession of internal auditors, and has amplified the types of 
services that the internal auditor can render to management. 


Continuing his discussion, the author proceeds to clarify the rela- 
tionship between the internal auditor and the independent public 
accountant. He points out that one of the main differences between 






. 
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the work of the two is one of responsibility. Another difference is 
the extent to which the internal auditor delves into operating pro- 
cedures. Lastly, while the public accountant is concerned mainly 
with the verification of financial statements, the work of the internal 
auditor, aside from the verification aspect, is devoted to the critical 
appraisal of internal controls, the compliance with company poli- 
cies and the adherence to company procedures. 


To illustrate the differences in scope and objectives of internal audit- 
ing as contrasted with public accounting the author describes how 
both the internal auditor and the independent public accountant 
would conduct an audit of Plant and Equipment. In so doing, he 
brings into focus the differences in approach of the two types of 
auditors. 


Lastly, the author discusses the content of the internal auditing 
program. The fact that many internal auditors came from the field 
of public accounting had its impact upon internal auditing. It was 
natural that in the early days major stress was laid upon the verifi- 
cation of balance sheet items. In the process the internal auditor 
did engage in the appraisal activity by reviewing accounting pro- 
cedures and evaluating systems of internal control. A later out- 
growth was the appraisal of non-accounting functions such as pur- 
chasing and other departmental audits. 


In this paper of vital and current interest to accountants and audi- 
tors Dr. Meigs has clarified the role of the internal auditor in his 
relationship with the independent public accountant; and, he has 
given further meaning to the present-day concept of internal audit- 
ing. 


Getting Accounting Out of Its Strait Jacket 


ELMER L. LINDSETH, President; Cleveland Electric Illuminating 


Company 
Published in The Controller, September 1951. 


The author of this article, Mr. Lindseth is an engineer with consid- 
erable experience in the operating phases of a utility business. In 
this article the author pleads for better accounting reports as tools 
of planning and control for operating management. 


At the outset the author asks the rhetorical question: what is the 
operating man entitled to expect from the accountant? He casts 
aside the narrow concept of accounting; and he sets forth the fol- 
lowing requirements for the accountant. 


1. Record what happened—in revenues, expenses, costs, earn- 
ings; 


2. Classify what happened according to who is accountable— 
that is, according to functional areas of responsibility; 


3. Interpret how good or bad that performance was; 
4. Explain why the performance was as it was. 


Continuing, Mr. Lindseth discusses in detail how the accountant 
can improve his control reports by including therein the answers 
to the what, who, how and why of things. He states that each level 
of operating management, subject to limitations, must have separate 
reports designed to meet its responsibilities and needs. Also, account- 
ing reports must relate performance to individual responsibility 
through the company organization chart. Next, accounting reports 
should measure current performance against results in prior periods, 
budget forecasts, standard costs and, lastly, against results in other 
companies in the same industry. 
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Next the author underscores the interpretive phase of the account 
ant’s reports. To complete his report, the accountant must try to 
explain the result of performance. This calls for the accountant seek- 
ing out the operating people, determining the factors involved, and 
then expressing them in non-technical language. 


Lastly, Mr. Lindseth states that the company must undertake an 
intensive and broad training program for its accounting staff. It 
must assist accounting department personnel to reach high levels of 
competence if they are to meet the needs of operating management. 


In this stimulating article of interest to all members of the account- 
ing profession, the author has outlined some of the standards re- 
quired for better accounting control reports. In so doing, he has 
outlined also a program for expanding the activities of the account- 
ant so that the accountant emerges as a team-man and, finally, as a 
management accountant. 


Internal Control Is Cost Control 


H. M. STILLER, C.P.A., Arthur Young & Company, Kansas City, 
Missouri 


Published in The Controller, October 1951. 


In a paper delivered before members of the Kansas City Control of 
the Controllers Institute, Mr. Howard M. Stiller, resident manager 
in charge of audits and systems with Arthur Young & Company dis- 
cusses in the light of his experience the principles and practices 
of internal control. Too often an aura of mystery surrounds the term 
internal control; and one way to render the concept of internal 
control more comprehensible to management, the author contends, 
is to relate it directly to the control of costs. 


At the outset, Mr. Stiller quotes the definition of internal control 
as promulgated by the Committee on Auditing Procedures of the 
American Institute of Accountants. He points out that a system of 
internal control may well extend to functions other than accounting 
and financial. The author proceeds to classify and to explain each of 
the following elements which constitutes an effective system of 
internal control. 


1. A plan of organization which provides an appropriate segre- 
gation of functional responsibilities. 


2. A set of authorization and record procedures adequate to 
provide reasonable accounting control over assets, liabilities, 
revenues and expenses; 


3. An adherence to sound practices in the performance of duties 
and functions of each of the organizational activities or de- 
partments; 


4. A degree of quality of personnel commensurate with re- 
sponsibilities. 


Of primary importance in attaining an effective system of internal 
control is organization planning. It should provide for, the author 
contends, organizational independence as between operating, custod- 
ian, accounting and auditing departments or functions. The author 
stresses the valuable contribution of the internal auditing staff in 
testing the adequacy and soundness of the existing internal control 
system. In addition, the internal auditor in carrying out his protec- 
tive function will verify the accuracy and reliability of accounting 
data and determine compliance with company policy and adherence 
to company procedure. He emphasizes also the need for the inde- 
pendence of the internal auditor as essential to unbiased reports. 
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Next, Mr. Stiller discusses the functions and uses of procedure man- 
uals and record forms and the necessary principles of internal con- 
trol which must be applied. Prior to adoption, procedures and forms 


should be tested for simplicity and usefulness. The author stresses 
the need for establishing of sound business practices as essential to 
an effective internal control system. He cites some sound practices 
attendant upon payroll procedures and upon some other areas of 
business. 


Lastly, the author is concerned with the importance of selecting 
qualified personnel capable of carrying out the established policies 
and procedures. Aside from an adequate training program there 
should be established job descriptions and methods of evaluating 
personnel performance. Not only is such a wide program econom- 
ically feasible but other worthwhile benefits will be gained, one of 
which is a reduction in company losses due to fraud and embezzle- 
ment. 


In this comprehensive paper, Mr. Stiller has presented his views 
on what constitutes an effective internal control system. He has 
emphasized the need for such a system as essential to efficiency in 
operations and administration through control of costs. He has tried 
to dispel the air of fogginess which surrounds this much talked about 
subject of internal control and, in so doing, he offers a paper of cur- 
— interest to all members of the accounting and audiitng pro- 
ession. 


How to Prepare for the Auditor 


THOMAS H. CARROLL, C.P.A., Partner: Peat, Marwick, Mitchell 


& Co., Philadelphia, Pa. 


Published in The New York Certified Public Accountant, August 1951. 


In this article, Mr. T. H. Carroll, a practicing public accountant, 
discusses in the light of his experience ways in which a client can 
prepare for the visit of the outside public accountant. Not only will 
preliminary work prior to the end of the fiscal year save time and 
anos for the client but he will obtain better answers and quicker 
results. 


The author enumerates twelve things that the client can do to assist 
the auditor. Among these are: 


1. Detailed analysis of additions to capital assets, accompanied 
by properly arranged original invoices. 


2. Analyses of capital assets disposed of or transferred. 


Summary of capital assets and allowances for depreciation 
showing all changes. 


4. List of aged accounts receivable. 


a 


Tapes of all ledgers as of a selected date. 


6. Schedules of certain items as miscellaneous administrative 
expenses, etc. 


7. Detailed inventory instructions which the auditor should 
approve in advance. 


8. Detailed work sheets showing liability for property and 
social security taxes. 


Other ways in which the client can expedite the work of the audi- 
tor are: one, a cooperative attitude upon the part of the client's 
employees toward the auditor and, two, a helpful and informative 
approach on the part of the employees. 
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Mr. Carroll emphasizes also the wisdom of making the arrangements 
for the audit early in the year. This will provide ample time for 
the auditor and it will tend further to prevent misunderstandings 
during the audit later on, Also, the client should provide the audi- 
tor with copies of the minutes of the Board of Directors and execu- 
tive committee meetings as they take place. 


In this interesting article, Mr. Carroll calls attention to some of the 
things that the client can do to expedite the work of the outside pub- 
lic accountant. He points up the fact that when there is advance 
planning for the audit by the client and the auditor, a savings in 
time and money will result, sufficient consideration to make such a 
cooperative effort more than worthwhile. 


Accounting Systems: Procedures and Methods 


CECIL GILLESPIE, M.B.A., Professor of Accounting in Northwestern 
University 


Published by Prentice-Hall, Inc. 
A complete systems methodology useful as a guide to all who design, 


improve, change and install systems and procedures is presented. 
The emphasis is upon accounting systems and operational pro- 


cedures. 


The scope of the text can be better gleaned from the following vari- 
ous aspects of the subject matter which are covered: 


é, 


8. 


~PFe? FP 


How to make the survey of the business 
Basic plans of summarizing 

Internal check and accounting control 
Accounting for small businesses 
Methods 

Systems and procedures 

Reports and manuals 

Punched card tabulating 


Illustrative material, charts and diagrams are used to supplement 
the text. 


(811 Pages—Price $9.00) 


Managerial Economics 


JOEL DEAN, Graduate School of Business, Columbia University and 


Joel Dean Associates 
Published by Prentice-Hall, Inc. 


This volume deals with the application of economic analysis to con 
crete problems and policies of management. Its purpose is to show 
how economic analysis can be useful to top management in formu- 
lating policy and in the making of decisions. Subjects covered are 
forecasting demand, advertising, various aspects of cost analysis 
and pricing policies. 





(621 Pages—Price $6.65) 
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EMPLOYMENT SECTION 


All communications should be addressed to The Secre- 
tary—Tue InstirutTe or INTERNAL Auptrors, Room 3307, 
120 Wall Street, New York 5, N. Y. Reference should be 
made to the Box “E” number. 











SITUATION WANTED (Male) 
CHIEF ACCOUNTANT — CONTROLLER 


Age 47, now employed is desirious of making a change; 
extensive experience as chief accountant in food process- 
ing industry, also, experienced in auditing, I.B.M. sys- 
tems, methods of property control, budgets, and internal 
audit generally. Willing to relocate. Box No. E 160. 


WANTED 


Tue Institrure office is completely out of stock of the following back 
issues of the Internal Auditor: March 1944, June 1945, June 1946, 
September 1946, March 1947, June 1947, September 1947, December 
1947, and September 1949. 


If you have any of the above mentioned issues and are willing to 
part with them, Tue INnstirute would gladly pay from 25¢ to 75¢ 
per copy depending upon the condition of the issue. Please forward 
them to Tue Instirute office, 120 Wall Street, New York 5, N. Y. and 
we will make prompt payment. 














Publications of The Institute of Internal Auditors 
Internal Auditing in Industry 


Edited by VICTOR Z. BRINK and BRADFORD CADMUS 
This volume—developed under the direction of the Research Committee of 
The Institute of Internal Auditors—is devoted to the specialized techniques and 
one of internal control and oad internal cuditing poke pant diversified indus- 
Those which have been selected Faw ag cross-section of modern 
so Bne e mining to motion pictures, oom petroleum refining to public 


utilities. Price $5.00 


Internal Auditing Philosophy and Practice 
Edited by CHARLES J. FUE 
PAPERS PRESENTED During the 1942 - 1943 Season of THE INSTITUTE 


This volume 2 caine six. Parts: \. internal Auditing Techniques, II. enone! 
2 oe Pew it. Int Auditi and Public Accounti of 
nternal Auditing and the Sscuttites and ner oD mmission, V. internal 

ing and Wartime Problems, and Vi. internal iting and the Future. 














Internal Auditing Looks Ahead 


A SYMPOSIUM of Addresses Presented at the 
SEVENTH ANNUAL CONFERENCE OF THE INSTITUTE — 1948 
A consideration of internal auditing problems and professional goals of the 
future. Subjects covered include: Research in Internal Auditing Practices, Report 
Writing, Controllership and the Internal Auditor, Industrial and Public Relations 
Phases of Internal Auditing, etc. Price $1.00 





Transfer Binders 


FOR ISSUES OF THE INTERNAL AUDITOR 
Designed in box form to hold eight issues (two years) of The Internal “a. 





Order any of above publications from your favorite bookseller or directly from 
INSTITUTE OF INTERNAL AUDITORS, 120 Wall Street, New York 5, N. Y. 





Other Publications on Internal Auditing 


INTERNAL AUDITING—by Victor Z. Brink $5.00 
A text and guide book to Internal Auditing 
Ronald Press—15 East 26th Street—New York 10, N. Y. 


INTERNAL CONTROL STANDARDS AND RELATED 
AUDITING PROCEDURES $5.00 


by WALTER H. KAMP and JAMES A. CASHIN 


A case history description of an internal control program and coordinated internal 
auditing practices. 
Brock and Wallston—39 Atlantic Street—Stamford, Conn. 


BASIC INTERNAL AUDITING, PRINCIPLES AND TECHNIQUES $2.75 
by JOHN B. THURSTON 
An introductory book describing the importance of modern internal auditing and its 
basic principles and procedures. 
International Textbook Company—Scranton, Pa. 


INDUSTRIAL INTERNAL AUDITING $5.00 
by W. A. WALKER and W. R. DAVIES 


The principles and practices of internal auditing are discussed and specific functional 
audits are outlined. Included in the appendix are selected case problems. 


McGraw-Hill Book Company—New York, N. Y. 
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